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ERRATA FOR JCS-3-96

On page 68 (Table 9), the headings for columns five and six should be transposed (i.e.,
the heading for the fifth column should be "500 or more" and the heading for the sixth
column should be "Number of firms").

On page 118 (Table A-15), the last number in the column "Number of returns" for the
second portion of the table (Firms classified by gross receipts) should be: 59.

On page 120 (Table A-17), the heading for the table should read:

Table A-17.--Distribution of Partnerships, 1993;:
Agriculture, Forestry and Fishing Vo
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INTRODUCTION

The House Committee on Ways and Means has scheduled a pub-
lic hearing on April 24, 1996, on issues relating to the impact on
small businesses (including start-up companies) of replacing the
Federal income tax. The hearing will focus on the effects of the fol-
lowing possible proposed replacement tax systems: (1) a national
retail sales tax, (2) a value-added tax, (3) a consumption-based flat
tax, (4) a cash flow tax, and (5) a “pure” income tax. Some of these
proposals have been the subject of introduced legislation. On March
6, 1996, Messrs. Schaefer, Tauzin, Chrysler, Bono, Hefley, Linder,
and Stump introduced H.R. 3039, the “National Retail Sales Tax
Act of 1996.” On May 26, 1994, Senators Boren and Danforth intro-
duced S. 2160, the “Business Transfer Tax,” which is a subtraction-
method, value-added tax. On July 19, 1995, Mr. Armey and Sen-
ator Shelby introduced H.R. 2060 and S. 1050, respectively. These
bills provide consumption-based flat taxes. On April 25, 1995, Sen-
ators Nunn and Domenici introduced S. 722, the “USA Tax Act of
1995, which contains two consumption-based taxes—a cash flow
tax on individuals and a subtraction-method, value-added tax on
businesses. This pamphlet,! prepared by the staff of the Joint Com-
mittee on Taxation, describes several aspects of present law and
the various tax restructuring proposals with respect to small busi-
nesses, start-up companies, and firms engaging in research activi-
ties.

Part I of this pamphlet is an overview of the discussions con-
tained in the remainder of the pamphlet. Part II provides a de-
scription of certain present-law income tax provisions that apply to
small businesses, summaries of the various proposed replacement
tax systems, selected data with respect to small businesses, and a
discussion of particular issues confronting small businesses under
the proposed systems. Part III of the pamphlet provides a similar
analysis for start-up companies and firms engaged in research ac-
tivities. The Appendix presents data on C corporations, S corpora-
tions, and partnerships by industry and size for 1993.

1 This document may be cited as follows: Joint Committee on Taxation, Impact on Small Busi-
ness of Replacing the Federal Income Tax (JCS-3-96), April 23, 1996.
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1. OVERVIEW

Small businesses

The present-law Federal income tax system presents issues that
are of particular concern to small businesses.? For example, the dif-
fering income tax treatments of various business entities may af-
fect the choice of legal organization. A small business may organize
as a sole proprietorship, partnership, limited liability company, or
subchapter S corporation, so that business income is taxed directly
to the owners of the business as such income is earned. Alter-
natively, the business may organize as a subchapter C corporation,
in which case business income is taxed to the corporation when it
is earned and again to the owners when the income is distributed
or the business is sold or liquidated.

Income and payroll tax laws may influence the structure of the
relationship between an individual service provider and the service
recipient. This relationship may be structured so that the worker
is treated either as an employee or as an independent contractor.
In some instances, employee status is preferable; in other in-
stances, independent contractor status is preferable.

" In determining taxable income, present law also provides small
businesses and small business investors with special rules regard-
ing the treatment of capital costs and tax accounting methods.
These special rules generally ease the administrative burdens of
small business as well as lower the tax liabilities of qualifying tax-
payers.

Internal Revenue Service (“IRS”) data confirm that small busi-
nesses organize as sole proprietorships, partnerships, S corpora-
tions, and C corporations. In some cases, the Federal income tax
rules appear to have an effect on the choice of entity, as exhibited
by the growth of the number of S corporations following the Tax
Reform Act of 1986. In other cases, the factors that influence the
choice of entity by a small business are unclear. One difficulty in
analyzing tax return data (or in generally attempting to assess the
effect of tax restructuring upon small businesses) is that there is
no definitive category of a “small business.” In some cases, “small-

ness” may be determined by the amount of assets; in other cases, -

it may be determined by the amount of gross receipts or the num-
ber of employees.

This pamphlet describes five alternatives to replace the current
income tax system. These are (1) a national retail sales tax, (2) a
value-added tax, (3) a consumption-based flat tax, (4) a cash flow
tax and (5) a “pure” income tax. Other than the “pure” income tax,
these alternative tax systems generally are consumption-based,
rather than income-based, taxes. The major difference between a
consumption-based tax and an income-based tax relates to the
treatment of savings. Under an income-based tax, returns to sav-
ings (e.g., dividends, interest, and capital gains) generally are sub-
ject to tax; under a consumption-based tax, these returns generally

2 Other aspects of the Federal tax system affect small businesses. For example, the present-
law estate and gift tax and the costs of compliance may be of particular concerns to small or
closely held businesses. These issues are not addressed in detail in this pamphlet, but will be
addressed i? future pamphlets to be prepared for additional planned hearings on tax restructur-
ing proposals.

)
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are excluded from the tax base. This exclusion may be provided by
taxing consumption directly, excluding investment income from the
base, or providing a deduction for increased savings. The current
Federal “income” tax contains some features that are consumption-
based (e.g., the treatment of qualified retirement plans).

The various alternatives to replace the current income tax sys-
tem will have different effects upon small businesses. For example,
the proposed consumption-based taxes may alleviate present-law
choice-of-entity concerns by treating all businesses the same, but
may increase the importance of the proper characterization of a
worker as an employee or as an independent contractor by provid-
ing disparate tax treatment based on the worker’s classification.
Many of the concerns of small businesses that exist under present
law will remain under a “pure” income tax. In fact, a “pure” income
tax may result in the repeal of certain beneficial tax provisions cur-
rently used by small businesses. However, a consumption tax that
t?eats all businesses the same could also remove these relative ben-
efits.

Start-up companies and firms engaged in research activities

All business, whether currently large or small, begin as “start-
up companies.” Present law contains provisions that directly affect
start-up companies. Specific rules govern the deductibility of start-
up and organizational expenditures. In addition, businesses in a
start-up phase may generate significant net operating losses, the
use of which may be limited if the business undergoes a change of
ownership. The treatment of net operating losses under consump-
tion-based tax proposals raise significant issues for start-up compa-
nies both on an ongoing and a transitional basis.

Many start-up companies and ongoing companies engage in re-
search activities. Present law generally permits taxpayers to de-
duct currently (i.e., expense), rather than capitalize, research ex-
penditures. In addition, prior to its expiration, certain taxpayers
could claim a research tax credit for certain increases in qualifying
research expenditures. The permitted expensing of research ex-
penditures and the research tax credit generally create a subsidy
in the Code in favor of research activities relative to other business
expenditures. Adoption of a pure income tax or a consumption-
based tax would remove the favorable treatment of research ex-
penditures relative to other business expenditures. Compared to
present law, this would make investments in research more expen-
sive relative to other business expenditures. Whether treating re-
search expenditures in a neutral manner (relative to other expendi-
tures) would lead to an increase or decrease in research activities
depends upon how such expenditures respond to price changes and

" to changes in the demand for research that might result from other
aspects of tax restructuring.
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II. SMALL BUSINESSES
A. Present Law and Background

1. Federal income tax rates—summary of certain provisions
affecting small business3

U. S. individuals (citizens and residents) are taxed at statutory
graduated rates ranging from 15 percent (for taxable income of
married joint filers or surviving spouses up to $40,100) to 39.6 per-
cent (for taxable income of married joint filers or surviving spouses
over $263,750).4 The Internal Revenue Code of 1986 (“Code”) gen-
erally defines income inclusively, “from whatever source derived,”
except for certain items that are specifically excluded. Personal ex-
emptions and deductions reduce taxable income. Net long term cap-
ital gains are taxed generally at the same rates as ordinary income
except that the maximum rate on such gains is limited to 28 per-
cent. :

Corporations are taxed as separate entities, at rates ranging
from 15 percent (for taxable income up to $50,000) to 35 percent
(for taxable income over $10,000,000). The intermediate rates are
25 percent and 34 percent. The benefit of graduated rates below 34

ercent is phased out for corporations with taxable income between
glO0,000 and $335,000. Thus, a corporation with taxable income
between $335,000 and $10,000,000 is effectively subject to a flat
rate of 34 percent.5 There is no separate rate for corporate net long
term capital gains.

Alternative minimum taxes apply to both individuals and cor-
porations for “alternative minimum taxable income” that exceeds
an exemption amount. The benefit of the exemption amount is
phased out in the case of corporations with alternative minimum
taxable income of $310,000 or more. This tax, at a lower rate than
the maximum regular rate, is imposed on income computed by add-
ing back certain items treated as tax preferences, and without al-
lowing certain credits. The base of items that are added back for
this purposes differs somewhat for individuals and corporations.
For example, corporations are subject to an adjustment generally
based on corporate earnings and profits.

Certain environmental taxes apply only to corporations with ad-
justed minimum taxable income greater than $2,000,000 (sec. 59A).

3 The following summary highlights: (1) the basic rate bracket structure, including certain
“phase outs” that affect the tax rates of taxpayers with lower taxable income as compared with
those with higher taxable incomes; and (2) certain differences between the tax rates of individ-
uals and corporations. For a more complete description of the present-law tax base and rates,
see Description and Analysis of Proposals to Replace the Federal Income Tax, Joint Committee
on Taxation (JCS-18-95), June 5, 1995, pp. 7-16.

4 The corresponding amounts for single filers other than surviving spouses and heads of
households) are $24,000 and $263,750. The amounts for heads of households are $32,150 and
$263,750. These limits, and those cited in the text for married joint filers or surviving spouses,
are adjusted annually for inflation. The figures cited are the amounts for 1996.

6 A similar phaseout applies to corporate income between $15,000,000 and $18,333,333, so
that a corporation with income above that amount is effectively subject to a flat rate of 35 per-
cent.

«f
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2. Choice of entity and capital structure considerations

In general

Owners of a business may conduct their activities as “sole propri-
etorships,” which do not involve legal entities separate from the
owner. However, for a variety of business or other reasons, a sepa-
rate entity may be used to conduct the business. As one example
of a business reason to use a separate entity, under State business
laws the use of a corporation or partnership entity can provide lim-
ited liability to some or all of the equity investors that would not
be available to the owner of a sole proprietorship.

The choice of entity affects the tax treatment of the entity as well
as of its investors. As described in detail below, some entities
(“pass-through entities”) involve one level of tax at the owner level;
other entities (“C corporations”)® involve tax at the entity and the
owner level. Present law sets forth criteria applicable in distin-
guishing among types of entities that receive pass-through tax
treatment, and in distinguishing such pass-through entities from C
corporations. In general, applicable Treasury regulations provide
factors for distinguishing among partnerships, corporations and
trusts. In addition, special statutory rules apply to certain types of
pass-through entities including S corporations, regulated invest-
ment companies, real estate investment trusts, cooperatives, and
housing cooperatives. :

The tax treatment of the entity and its investors can interact
with the choice of capital structure (e.g., whether to raise funds as
debt or as equity), because debt and equity investments are treated
differently for different types of entities and for different types of
investors in those entities. , ‘

The differing treatment of debt and equity for tax purposes has
led to numerous disputes regarding the proper classification of a
particular investment as debt or equity. The form of the instru-
ment is not necessarily controlling. However, taxpayers have con-
siderable latitude in structuring the terms of an instrument so that
it will be treated as debt or equity, as desired.”

Description of various types of entities and capital
structure considerations

Corporations 8

. A corporation that does not qualify for special conduit treatment
(a “C corporation”) generally is taxed as an entity separate from its
shareholders. Thus, the C corporation’s income generally is taxed

6 The term “C corporation” refers to subchapter C of the Code, which contains rules governing
the tax treatment of certain transactions of such corporations and their shareholders..

7 For further discussion, see, e.g., Joint Committee on Taxation, Federal Income Tax Aspects
of Corporate Financial Structures (JCS~1-89), January 18, 1989, pp. 35-37.

8Data from the Internal Revenue Service from 1993 on C corporations, by taxable income cat-
egory, indicated that 61 percent of C corporations reported no taxable income, and another 37
percent reported taxable income less than $355,000. Those C corporations reported only 5.3 per-
cent of the total taxable income of C corporations, so that the remaining 94.7 percent of taxable
C corporation income came from 2 percent of C corporations (and 79 percent of taxable income
came from the 0.1 percent of C corporations subject to tax at a flat rate of 35 percent).
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when earned at the corporate level, and is taxed again when dis-
tributed as dividends ? to individual shareholders.

Corporate income that is not distributed to shareholders is sub-
ject to current tax at the corporate level only. To the extent that
income retained at the corporate level is reflected in an increased
share value, the shareholder may be taxed at favorable capital
gains rates upon sale or exchange (including certain redemptions)
of the stock or upon liquidation of the corporation.10

Corporate deductions and credits reduce only corporate income
and are not passed through to individual shareholders.

An “accumulated earnings tax” can be imposed on certain earn-
ings in excess of $250,000 ($150,000 for certain service corporations
in certain fields) accumulated beyond the reasonable needs of the
business (secs. 531-537). A “personal holding company tax” is im-
posed on certain undistributed personal holding company income,
generally where the corporation meets certain closely held stock re-
quirements and more than 60 percent of the adjusted ordinary
gross income (as defined) consists of certain passive-type income
such as dividends, interest, and similar items (secs. 541-547).

Special rules attempt to limit the use of lower bracket rates by
separate corporations that are considered related (sec. 1561) and by
certain limited cases of personal service corporations considered to
be accumulating income "attributable to personal services of the
shareholders (sec. 11((b)(2)).

Amounts paid as reasonable compensation to shareholders who
are also employees are deductible by the corporation, and thus are
taxed only as ordinary income compensation at the individual level.
On the other hand, amounts paid as dividends to shareholders are
not deductible by the corporation and are taxed as ordinary income
to the shareholders. Thus, there is an incentive to pay compensa-
tion or other deductible amounts (e.g., rents or royalties) to share-
holders who also provide services or property to the corporation
sufficient to reduce or eliminate corporate-level tax. To the extent
a C corporation is able to establish that amounts paid to share-
holder-employees do not exceed reasonable compensation for serv-
ices provided, corporate-level income and corporate-level tax are re-
duced and may be eliminated.

In general, interest is deductible by a C corporation but amounts
distributed as dividends are not. Subject to business considerations,
this creates a tax incentive favoring debt over equity in the capital
structure. A common issue in the closely held corporate context is
whether instruments denominated as debt and issued to persons
who are also equity owners (or to other persons) should be re-
spected as debt or should be recharacterized as additional equity.
This determination requires an examination of the economic sub-
stance of the instrument.

Both interest and dividends are taxed as ordinary income to indi-
vidual investors and are tax exempt to tax exempt investors, such

9 Distributions with respect to stock that exceed corporate earnings and profits are not taxed
as dividend income to shareholders but are treated as a tax-free return of capital that reduces
the shareholder’s basis in the stock. Distributions in excess of corporate earnings and profits
that exceed a shareholder’s basis in the stock are treated as amounts received in exchange for
the stock and accordingly may be taxed to the shareholder at capital gains rates.

10 Jf an individual shareholder retains stock until death, the appreciation can pass to the heirs
free of inconie tax (sec. 1014).

LA
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as pension plans. However, certain investors may prefer interest to
dividends. For example, foreign investors may be exempt on certain
interest received from U.S. corporations, but are subject to with-
holding tax on dividends. Other investors may prefer dividends to
interest. For example, a corporate investor generally must include
all interest received as ordinary income, but may exclude at least
70 percent of dividends received from another corporation (80 per-
cent if the shareholder owns at least 20 percent of the corporate
stock, and 100 percent if the shareholder owns at least 80 percent
of the corporate stock).

Because of the tax treatment of capital gains, certain investors
may prefer not to receive dividends from a C corporation, but in-
stead may prefer retention of earnings at the corporate level so
that the value attributable to those earnings may be realized as
capital gains on the sale or disposition of stock. Tax exempt inves-
tors, such as pension plans, would be indifferent to this consider-
ation, since both dividends and capital gains are not taxed to them.
However, an individual investor in a marginal tax rate bracket
higher than the 28 percent maximum rate on capital gains could
prefer capital gains. (Any appreciation in the stock that has not
been realized at the time of death is exempt from capital gains tax,
due to the step-up of basis to fair market value at death). Foreign
investors may be exempt from tax on certain capital gains, but sub-
ject to withholding tax on dividends.

In some instances, if a C corporation anticipates deductions that
may result in a relatively low tax at the corporate level for a sig-
nificant period, the fact that corporate rates are lower than the top
individual rates might encourage use of a C corporation rather
than a pass-through entity, particularly if investors anticipate the
ability to reduce shareholder level tax on earnings by realizing the
value of retained earnings in the form of capital gains on sale of
the shares. 11

A C corporation may also be the entity of choice if a corporation
anticipates “going public,” since publicly traded partnerships are
generally taxed as corporations, and S corporations (discussed
below) are not permitted to have more than 35 shareholders and
thus are not suitable public offering vehicles.

Partnerships

A partnership is a conduit—i.e., it receives pass-through treat-
ment—for purposes of income tax liability and payments. Conduit
treatment for the partnership means that income is taxed at only
one level: the partner’s level. Each partner takes into income his
“distributive share” of the partrership’s taxable income and the
separately allocable items of income, deduction, and credit (sec.
702(a)). The liability for Federal income tax payment is that of the

11The top marginal rate applicable to individuals under present law (39.6 percent) is higher
than the top marginal rate applicable to corporations (35 percent). However, the graduation of
the corporate and individual rate schedules and the division of corporate income among share-
holders may mean that the average and marginal tax rates for the individual shareholders
under present law may be lower than the rates applicable to corporations. The relative tax rates
applicable to corporations and individuals (and the extent to which business earnings are rein-
vested in the enterprise) are important considerations in determining whether or not subchapter
C status is desirable. i
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partner, and not of the partnership, even though none of those
profits may actually be distributed to the partner (sec. 701).12

Conduit treatment for partnerships also means that any partner-
ship losses, deductions, and credits pass through to the partner and
can be used to offset other income, thereby reducing the income tax
liability of the partner. The amount of losses that a partner may
deduct under these provisions for a particular year may not exceed
the amount of the adjusted basis of his partnership interest (sec.
704(d)), which, at the inception of the partnership, equals the sum
of his capital contribution to the partnership plus his share, if any,
of partnership liabilities.

The income tax treatment of a business entity as a C corporation
or partnership does not merely depend on the legal form of its orga-
nization. Treasury regulations provide that proper treatment of a
business entity depends on whether the enterprise “more nearly”
resembles a corporation or partnership. In making this determina-
tion, the regulations list six factors and provide that an entity is
treated as a corporation if it has more corporate than non-corporate
characteristics. The six corporate characteristics are: (1) the exist-
ence of associates, (2) an objective to carry on business and divide
the profits thereon, (3) continuity of life, (4) centralized manage-
ment, (5) liability limited to the assets of the entity, and (6) free
transferability of interests.13 Various special definitions apply in
determining the existence of these characteristics. Because the first
two characteristics listed above (associates and profit motive) are
common to both partnerships and corporations, an entity is classi-
fied as a partnership if it lacks two of the four remaining corporate
characteristics. Thus, for example, an entity that lacks continuity
of interest and free transferability of interests could be treated as
a partnership, even though it may have limited liability and cen-
tralized management (see discussion of certain limited liability
companies, below).

Partnerships have been used to provide partners a significant
amount of flexibility to vary their respective shares of partnership
income. Unlike some other types of pass-through entities such as
an S corporation (discussed below), partnerships permit a signifi-
cant amount of flexibility in allocating specific tax consequences to
particular partners; for example, depreciation deductions can be al-

12 Publicly-traded partnershif)s (i.e., partnerships whose interests are traded on an established
securities market, or are readily tradeable on a secondary market (or the substantial equivalent
thereof), generally are treated as corporations (sec. 7704). An exception to this treatment is pro-
vided for publicly traded partnerships 90 percent of whose gross income constitutes passive-type
income.

Whether a partnership is treated as publicly traded depends on whether its “interests” are
publicly traded. Thus, many of the questions that arise in attempting to distinguish between
corporate debt and corporate equity arise in similar form in this context. For example, it is un-
clear under present law to what degree subordination, preference, convertibility, contingency of
payments of income or face amount, voting or other rights, transferability, or similar attributes
of an interest in a partnership determine whether it represents partnexsl‘;ip debt or equity. See
Hambuechen v. Commissioner, 43 T.C. 90 (1964).

13 Treas. reg. sec. 301.7701—2(a). The extent to which the Internal Revenue Service (“IRS”) will
continue to use these tests to determine the tax status of an entity is unclear. On April 3, 1995,
the IRS announced that it and the Department of the Treasury are considering simplifying the
existing classification regulations to allow taxpayers to elect to treat certain domestic unincor-
porated business organizations as partnerships or as corporations for Federal tax purposes. This
“check-the-box” approach would apply to all domestic organizations with two or more associates
and an objective to carry on business and divide the profits therefrom, unless the organization’s
tax status is determined under another Code provision (e.g., sec. 7704 that applies corporate
treatment to certain publicly traded partnerships). IRS Notice 95-14, Bulletin No. 1995-14.
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located disproportionally to one partner while taxable income (but
not current cash flow) can be allocated disproportionately to an-
other partner. The Code permits such allocations only to the extent
they have “substantial economic effect”. Within this limitation,
however, partners in many instances effectively can use such allo-
cations to transfer tax attributes. ,

In the closely-held business context (as well as in other cases),
partnership interests could be utilized to transfer income from
higher-bracket to lower-bracket individuals—for example, within a
family. The Code contains special rules respecting or treating cer-
tain transfers of partnership interests among family members as
gifts where capital is a material income-producing factor to the
partnership (sec. 704(e)). Apart from these rules, issues may arise
regarding the inclusion of certain family members as partners, that
would require examination of the respective contributions of the
family members to the partnership in the form of capital or serv-
ices.

A partner’s distributive share of partnership loss for a taxable
year is deductible only to the extent of the partner’s basis in the
partnership interest (sec. 704(d)). A partner’s basis for his interest
equals the sum of his capital contribution plus his share, if any, of
partnership liabilities. A partner’s basis in his partnership interest
is generally increased by an increase in his share of liabilities and
decreased by a decrease in his share of them (among other factors
that affect his basis) (sec. 752).14 Characterization of funds received
by a partnership as a liability (rather than, for example, an equity
investment in the partnership) thus can increase the basis of all
partners in their partnership interests. This is particularly desir-
able for equity investors who wish to deduct partnership losses cur-
rently. While “passive loss” limitations limit the extent to which
certain types of limited partner income can be offset by partnership
deductions, these limitations do not apply to corporate partners
and may not be important to individual partners who have partner
level “passive income” from other investments.

Equity investors in a partnership (whether they are limited part-
ners or general partners) generally are treated as receiving their
distributive share of partnership income, which generally retains
its character in the hands of the partner. Thus, tax exempt and for-
eign investors, who would not be taxed if they received interest
from the partnership, may be taxed on income from equity invest-
ment as if they were conducting the underlying U.S. business of
the partnership. Such investors thus may prefer to act as lenders,
rather than equity investors, in a partnership.

Until recently, there have been few forms of entity other than S
corporations (discussed further below) that were treated as part-
nerships for income tax purposes but had limited liability for the
owners under local law. One such vehicle is the limited partner-
ship, through which the liability of certain investors (the limited
partners) is limited to the partners’ investment in the partnership.
Limited partnerships generally are treated as partnerships for in-
come tax purposes because local law generally requires the exist-

14By contrast, entity-level debt of other passthrough entities (for example, S corporations) is
not included in the investor’s basis for his interest in the entity. Similarly, debt of a C corpora-
tion is not included in the shareholder’s basis for his stock or securities of the corporation.
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ence of a general partner whose liability is not limited, and the
partnership may lack centralized management, continuity of life, or
free transferability of interest.!> However, a limited partnership
may not be an appropriate vehicle for many business enterprises
to the extent local law limits the rights of the limited partners.

More recently, however, another form of entity—the limited li-
ability company (“LLC”)—has emerged that may provide corporate
treatment for local law purposes and partnership treatment for
Federal income tax purpose. LLCs are entities organized under
State law. Although LLC statutes differ from State to State, com-
mon characteristics under most States’ laws include limited liabil-
ity of owners, management vested in owners or managers, lack of
free transferability of interests, and often a lack of continuity of
life.16 The first LLC statute was enacted in Wyoming in 1977.17 In
1980, the Department of the Treasury proposed regulations to Code
section 7701 that would have treated an LLC as a corporation for
income tax purposes. These regulations were withdrawn in 1982
and, in 1988, the Internal Revenue Service (“IRS”) ruled that an
LLC organized under the Wyoming statute could be treated as a
tax partnership.® Currently, almost all States have enacted LLC
statutes, and the IRS generally has ruled it will treat such entities
as partnerships for tax purposes.!® Thus, an LLC generally affords
local law and income tax treatment similar to that of an S corpora-
tion without having to meet the qualification requirements for such
treatment under subchapter S.20 However, an existing C corpora-
tion generally may elect subchapter S without incurring a tax on
liquidation,?! and an S corporation may enter into tax-free reorga-
nizations with other corporations.22 These features generally are
not available with respect to LLCs.

S corporations

In many instances, owners of business enterprises may wish to
incorporate for nontax reasons (e.g., to obtain limited liability or
easier access to capital markets), but would prefer not to have C
corporation tax treatment. Noncorporate tax treatment may be pre-

15See, B. Bittker and J. Eustice, Federal Income Taxation of Corporations and Shareholders,
Chapter 2 (5th. ed. 1987), para. 2.04: “Limited partnerships, whether subject to the original Uni-
form Limited Partnership Act or the revised version of the Act, come somewhat closer than gen-
eral partnerships to association status; but not close enough to cross the line, except in extreme
cases.”

16See, Claridy, “The Limited Liability Company: An S Corporation Alternative or Replace-
ment?” 4 Journal of S Corporation Taxation, 202 at 203 (1993).

17 Wyo. Stat. secs. 17-15-101 through 17-15-136 (1977).

18 Rev. Rul. 88-76, 1988-1 C.B. 260.

19See, Frost and Gartland, “Tax Classification of an LLC Raises a Number of Issues,” Journal
of Limited Liability Companies, 3 (1994) for a discussion of the various IRS rulings. See also,
Levine and Paul, “Limited Liability Company Statutes: the New Wave,” 4 Journal of S Corpora-
tion Taxation, 226 (1993) for a discussion of how various LLC statutes differ and how such dif-
ferences may affect the tax treatment of the entity.

20Some commentators have suggested that the use of LLCs is not yet as widespread because
of the uncertainty of the extent to which a State will recognize the status of an LLC conducting
business in that State but organized under the laws of another State. However, the commenta-
tors believe that it is only a matter of time until the States begin recognizing each others’ LLCs.
See, August, “Editor’s Comment: The Limited Liability Company—The ‘Super Pass-Through
Entity’?” 4 Journal of S Corporation Taxation, 199 at 200 (1993), Anecdotal information indi-
cates that interstate recognition of LLCs may have already taken place to a great extent.

21But see, section 1363(d) (recapture of certain LIFO inventory benefits upon conversion from
C corporation status), section 1374 (corporate-level tax on certain built-in gains if recognized
within 10 years of conversion), and section 1375 (corporate-level tax on certain passive invest-
ment income to the extent of prior C corporation earnings and profits).

228ection 1371(a)(1) (rules of subchapter C applicable to S corporations).

-
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ferred because owners may not wish business earnings to be sub-
ject to two layers of tax (once when earned and again when distrib-
uted), the average or marginal tax rates for the individual share-
holders may be lower than that of the corporation, owners may
wish to use losses generated by the business to offset income from
other sources, and the owners may not wish tax to be imposed
under the corporate tax base, which may include items not applica-
ble to individuals (such as the corporate alternative minimum tax).

Subchapter S of the Code allows certain qualified corporations to
elect essentially to be relieved from corporate-level taxation and to
pass the corporate items of taxable income and loss through to the
shareholders of the corporation. Thus, a corporation that elects
subchapter S status (an “S corporation”) and its shareholders gen-
erally are treated more like a partnership and its partners than a
C corporation and its shareholders. In order to make an election to
be treated as an S corporation, a corporation must meet certain re-
quirements primarily regarding its capital structure and the iden-
{,)it{ of its shareholders. These requirements are discussed in detail

elow.

To be eligible to elect S corporation status, a corporation may not
have more than 35 shareholders and may not have more than one
class of stock. Only individuals (other than nonresident aliens), es-
tates and certain trusts are permitted as shareholders. A corpora-
tion may elect S corporation status only with the consent of all its
shareholders, and may terminate its election with the consent of
shareholders holding more than half the stock (sec. 1362). Although
there are limitations on the types of shareholders and stock struc-
ture an S corporation may have, there is no limit on the size of
such a corporation (as there is no limit on the size of a C corpora-
tion or partnership).

There is no requirement that an S corporation be engaged in an
active business. However, excess passive investment income can
cause the automatic termination of S corporation status in some
circumstances if an S corporation was previously a C corporation
and still has C corporation earnings and profits. In such a case, if
the S corporation has passive income amounting to more than 25
percent of its gross receipts for three consecutive years, the cor-
poration loses its S corporation status. This rule is intended to pre-
vent a regular C corporation from electing S status and converting,
essentially, into a holding company rather than liquidating and in-
curring tax at the shareholder level on liquidation proceeds from
the period of operation as a C corporation.

S corporations generally are treated for Federal income tax pur-
poses as pass-through entities, not subject to tax at the corporate
level (secs. 1363 and 1366). Items of income (including tax-exempt
income), loss, deduction and credit of the corporation are taken into
account in computing the tax of the shareholders. A shareholder’s
deduction for corporate losses is limited to the amount of the share-
holder’s adjusted basis in his stock and in the indebtedness of the
corporation to such shareholder. To the extent a loss is not allowed
due to this limitation, it generally is carried forward to the next
year. The shareholder’s basis in his stock and debt is reduced by
his share of losses allowed as a deduction and, in the case of stock,
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by distributions, and the shareholder’s basis in his stock is in-
creased by his share of the corporation’s income (sec. 1367).

There are two principal exceptions to the general pass-through
treatment of S corporations. Both are applicable only if the corpora-
tion was previously a C corporation and are generally intended to
prevent avoidance of otherwise applicable C corporation tax con-
sequences. First, an S corporation is subject to tax on excess net
passive investment income (but not in excess of its taxable income,
subject to certain adjustments), if (for less than three consecutive
years23 ) the corporation has subchapter C earnings and profits,
and has gross receipts more than 25 percent of which are passive
investment income for the year (sec. 1375).

Second, for the first 10 years after a corporation that was pre-
viously a regular C corporation elects to be an S corporation, cer-
tain net “built-in” capital gains of the corporation attributable to
the period in which it was a C corporation are subject to tax at the
corporate level (sec. 1374).

In general, a shareholder is not subject to tax on distributions
unless they exceed the shareholder’s basis in his or her stock of the
corporation or the corporation was formerly a C corporation and
has remaining earnings and profits (sec. 1368). To the extent of
such earnings and profits, corporate distributions are treated like
dividends of C corporations and generally are subject to tax as ordi-
nary income in the hands of the shareholders.

Like partnerships, S corporations generally are treated as con-
duits. Taxable income of an S corporation generally is subject to a
shareholder level tax and is taxable regardless of whether it is dis-
tributed to shareholders.24

However, there are significant differences between S corporations
and partnerships. For example, corporate liabilities are not in-
cluded in a shareholder’s basis for his interest in an S corporation.
Thus, unlike a limited partner who can take deductions supported
by certain partnership nonrecourse indebtedness, S corporation
shareholders who wish to obtain similar types of deductions might
generally structure borrowings as borrowings to themselves, con-
tributed or re-lent to the S corporation. Also, S corporations gen-
erally may have only one class of stock, and thus do not offer the
same flexibility as partnerships to allocate income or losses to dif-
ferent investors.25

Special rules benefitting small business investors

50-percent exclusion of gains on small business stock

Generally, gain from the sale or exchange of stock held for more
than one year is treated as long-term capital gain. Net capital gain
(i.e., long-term capital gain less short-term capital loss) of an indi-
vidual is taxed at the same rates that apply to ordinary income,
though subject to a maximum rate of 28 (rather than 39.6) percent.

23If the S corporation continues to have C corporation earnings and profits and has gross re-
ceipts more than 25 percent of which are passive investment income in each year for 3 consecu-
tive years, the S corporation election is automatically terminated.

24 See discussion at footnotell, supra.

25 Anecdotal information indicates that with the emergence of LLCs, fewer new entities are
structured as S corporations.
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Section 1202 of the Code, added by the Omnibus Budget Rec-
onciliation Act of 1993, provides special rules for certain qualified
small business stock issued after August 10, 1993. A noncorporate
taxpayer who holds qualified small business stock for more than
five years may exclude from income 50 percent of any gain on the
sale or exchange of the stock. The amount of gain eligible for the
50 percent exclusion is limited to the greater of (1) 10 times the
taxpayer’s basis in the stock or (2) $10 million gain from stock in
that corporation.

The stock must be acquired by the taxpayer at the original issu-
ance (directly or through an underwriter) in exchange for money or
other property, or as compensation for services provided to the is-
suing corporation (other than services performed as an underwriter
or the stock). Special anti-evasion rules apply for this purpose.

As of the date of issuance of the stock, the excess of (1) the
amount of cash and the aggregate adjusted bases of other property
held by the corporation over (2) the aggregate amount of indebted-
ness of the corporation that does not have an original maturity of
more than one year (such as short-term payables) cannot exceed
$50 million. For this purpose, amounts received in the issuance are
taken into account. ‘ ‘

During substantially all of the taxpayer’s holding period for the
stock, at least 80 percent (by value) of the corporation’s gross as-
sets (including intangible assets) must be used by the corporation
in the active conduct of a qualified trade or business (including cer-
tain start up activities). A qualified trade or business is any trade
or business other than one involving the performance of services in
the fields of health, law, engineering, architecture, accounting, ac-
tuarial science, performing arts, consulting, athletics, financial
services, brokerage services, or any trade or business where the

_principal asset of the trade or business is the reputation or skill of

one or more of its employees. the term also excludes any banking,
insurance, leasing, financing, investing, or similar business, any

- farming business (including the business of raising or harvesting

trees), any business involving the production or extraction of prod-
ucts of a character for which percentage depletion is allowable, or
any business of operating a hotel, motel, restaurant, or similar
business. ‘ ‘

A corporation that is a specialized small business investment
company (“SSBIC”) is treated as meeting the active business test.
An SSBIC is defined as any operation (other than certain non-
qualified corporations) that is licensed by the Small Business Ad-
ministration under section 301(d) of the Small Business Act of
1958, as in effect on May 13, 1993.

Rollover of gains into SSBICS

In general, gain or loss is recognized on any sale, exchange, or
other disposition of property. The Code contains certain provisions
under which taxpayers may elect not to recognize gain realized on
certain “like-kind” exchanges (sec. 1031) or for certain involuntary
conversions (sec. 1033). However, no such nonrecognition provision
generally applies to gain on stocks or securities.

Section 1044, enacted in 1993, permits any corporation or indi-
vidual to elect to roll over without payment of tax any capital gain
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realized upon the sale of publicly traded securities on or after Au-
gust 10, 1993, where the corporation or individual uses the pro-
ceeds from the sale to purchase common stock or a partnership in-
terest in a specialized small business investment corporation
(“SSBIC”) within 60 days of the sale of the securities. To the extent
the proceeds from the sale of the publicly-traded securities exceed
the cost of the SSBIC common stock or partnership interest, gain
is recognized currently. The taxpayer’s basis in the SSBIC common
stock or partnership interest is reduced by the amount of any gain
not recognized on the sale of the securities.

The amount of gain the an individual may elect to roll over for
a taxable year is limited to the lesser of (1) $50,000 or (2) $500,000
reduced by the gain previously excluded under the provision. For
corporations, these limits are $250,000 and $1,000,000.

Losses of small business investment companies
(“SBICS?”) treated as ordinary losses

Generally, losses on stock investments are treated as capital
losses. Such losses may offset capital gains. Corporations are not
f)ermitted to offset any amount of ordinary income with capital
osses.

In the case of a small business investment company operating
under the Small Business Investment Act of 1958, a loss on stock
received pursuant to the conversion privilege of convertible deben-
tures acquired pursuant to section 304 of that Act, that would oth-
erwise be treated as a capital loss, is treated as an ordinary loss.

Losses on small business corporation stock treated as
ordinary losses

Generally, losses on stock investments are capital losses. Such
losses may offset capital gains. However, an individual may not off-
set more than $3,000 of ordinary income in any year with capital
losses.

A special provision permits an individual to treat up to $50,000

($100,000 on a joint return) of losses on certain small business
stock as ordinary losses. Qualifying stock is stock issued by a quali-
fying domestic small business corporation for money or other prop-
erty (other than stock or securities). During the period of its five
most recent taxable years (or shorter period the corporation’s exist-
ence) ending before the date of the loss, the corporation must have
derived more than 50 percent of its aggregate gross receipts from
sources other than royalties, rents, dividends, interest, annuities,
and sales or exchanges of stocks or securities.
A corporation is a small business corporation for this purpose
only if the aggregate amount of money or other property received
by the corporation for stock, as a contribution to capital, and as
paid-in surplus, does not exceed $1,000,000 as of the time of issu-
ance of the stock (including amounts received for such stock).
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Tax-exempt financing 26

In General.—The Code exempts interest on certain debt obliga-
tions of States, territories, and possessions of the United States
from the regular individual and corporate income taxes. Interest on
debt of local governments generally receives identical treatment to
that provided for State debt. This State and local government bond
interest exemption applies both to bonds issued to finance activities
conducted and paid for by these governments and to bonds issued
for and re-paid by certain private entities if the private activity
being financed is specified in the Code. The specified private activi-
ties generally relate to transportation, privately provided municipal
services, economic development, and certain social programs (e.g.,
mortgage revenue bonds). Issuance of most tax-exempt private ac-
tivity bonds, including those described below, is subject to annual,
aggregate per—State limits of $50 per resident ($150 million if
greater).

Qualified small-issue bonds.—States and local governments may
issue qualified small-issue bonds to provide tax-exempt financing
for capital expenditures of certain manufacturing businesses and
first-time farmers. In general, no more than $1 million of qualified
small-issue bond financing may be outstanding at any time for
property of a business located in the same municipality or county.
This $1 million limit may be increased to $10 million if other cap-
ital expenditures of the business in the same municipality or coun-
ty are counted. A%gregate outstanding borrowing under this pro-
gram is limited to $40 million per borrower regardless of where the
property is located. No more than $250,000 per borrower ($62,500
for used property) may be used to finance depreciable farm prop-
erty. o ‘

Bonds for empowerment zone and enterprise community busi-
nesses.—Tax-exempt bonds may be issued to finance capital ex-
penditures of businesses located in Federal empowerment zones
and enterprise communities. The amount of these bonds is limited
to $3 million per business in any one zone; businesses are further
subject to a $20 million aggregate limit on such bonds for property
in all zones and communities. Businesses receiving this tax-exempt
financing must continuously qualify as a “zone” or “community”
business throughout the term of the tax-exempt financing provided.

3. Expensing of capital costs

A taxpayer generally must capitalize the cost of property used in
a trade or business and recover such cost over time through allow-
ances for depreciation or amortization. Tangible property generally
is depreciated under a modified Accelerated Cost Recovery System
(“MACRS”) of section 168, which determines depreciation by apply-
ing specific recovery periods, placed-in-service conventions, and de-
preciation methods to the cost of various types of depreciable prop-
erty.

In lieu of depreciation, a taxpayer with a sufficiently small
amount of annual investment may elect to expense and deduct up

26 A more comprehensive discussion of tax-exempt financing will be presented in a subsequent
pamphlet, to be issued in connection with the scheduled May 1, 1996 hearing before the House
Committee on Ways and Means regarding the impact on State and local governments and tax-
exempt entities of replacing the Federal income tax.
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to $17,500 of the cost of qualifying property placed in service for
the taxable year (sec. 179).27 In general, qualifying property is de-
fined as depreciable tangible personal property that is purchased
for use in the active conduct of a trade or business. The $17,500
amount is reduced (but not below zero) by the amount by which the
cost of qualifying property placed in service during the taxable year
exceeds $200,000. In addition, the amount eligible to be expensed
for a taxable year may not exceed the taxable income of the tax-
payer for the year that is derived from the active conduct of a trade
or business (determined without regard to this provision). Any
amount that is not allowed as a deduction because of the taxable
income limitation may be carried forward to succeeding taxable
years (subject to similar limitations). In the case of a partnership
(or S corporation), the $17,500, $200,000, and taxable income limi-
tations are applied at the partnership (or corporate) and partner
(or shareholder) levels.

4. Accounting methods

In general

A taxpayer must compute its taxable income under a method of
accounting on the basis of which the taxpayer regularly keeps its
books so long as, in the opinion of the Secretary of the Treasury,
such method clearly reflects the taxpayer’s income (sec. 446 of the
Code). Among the permissible methods of accounting are the cash
receipts and disbursement method (“cash method”), an accrual
method, any other method permitted or required under the Code,
or any hybrid method allowed under regulations. A taxpayer may
change its method of accounting with the consent of the Secretary.

Special statutory rules allow small businesses to use accounting
methods that are unavailable to larger taxpayers. Many of these
rules are designed to alleviate the tax accounting burdens of small
businesses, while other rules are designed to provide a tax incen-
ic)ivle for small businesses. Some of these special rules are described

elow.

Cash and accrual methods

Under the cash method of accounting, income is recognized and
deductions are allowed when the taxpayer receives or remits cash
or cash equivalents. The cash method is administratively easy, pro-
vides the taxpayer flexibility in the timing of its income and deduc-
tions, and is the method generally used by most individual tax-
payers.

Under an accrual method of accounting, income generally is rec-
ognized in the year in which all the events have occurred that es-
tablish the taxpayer’s right to receive the income and the amount
of the income can be determined with reasonable accuracy. A de-
duction is allowed for an expense in the year in which all events
have occurred that establish the liability of the taxpayer for the ex-
pense, the amount of the liability can be determined with reason-
able accuracy, and economic performance has occurred with respect

27 The amount permitted to be e:(?)ensed under section 179 is increased by up to an additional
?20,0009&3{ certain property placed in service by a business located in an empowerment zone
sec. 1397A).
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to the item of expense. Accrual methods of accounting generally re-
sult in a more accurate measure of economic income than does the
cash method, conform to generally accepted accounting principles,
and are used by most businesses for financial accounting purposes.

In general, a taxpayer must use an accrual method of accounting
for Federal income tax purposes if the taxpayer’s average annual
gross receipts for all prior taxable years exceed $5 million (section
448 as added by the Tax Reform Act of 1986 (“1986 Act”)). Individ-
uals, partnerships (other than partnerships having a C corporation
as a partner), S corporations, and “qualified personal service cor-
pgrations” 28 gre exempt from the required use of an accrual meth-
od.

Special rules are provided for farm businesses. A corporation (or
a partnership with a corporate partner) engaged in the trade or
business of farming must use an accrual method of accounting for
such activities unless such corporation (or partnership), for each
prior taxable year beginning after December 31, 1975, did not have
gross receipts exceeding $1 million. A provision of the Revenue Act
of 1987 requires a family corporation (or a partnership with a fam-
ily corporation as a partner) to use an accrual method of account-
ing for its farming business unless, for each prior taxable year be-
ginning after December 31, 1985, such corporation (and any prede-
cessor corporation) did not have gross receipts exceeding $25 mil-
lion. A family corporation is one where at 50 percent or more of the
stock of the corporation is held by one family (or in some limited
cases, two or three families.)

Thus, many small businesses are exempt from the statutorily
mandated use of an accrual method of accounting either because
the small business is not organized as a C corporation, has average
annual gross receipts of less than the threshold amount, or is a
qualified personal service corporation. However, in order for a
small business to use the cash method of accounting for Federal in-
come tax purposes, the method must, in the opinion of the Sec-
retary of the Treasury, clearly reflect the taxpayer’s income. For
example, Treasury regulations require the use of an accrual meth-
od of accounting where purchases and sales of merchandise by a
business are material income-producing factors. Taxpayers often
enter into disputes with the IRS regarding whether an item is “ma-
terial” or whether income is “clearly reflected.”

Uniform capitalization of inventory costs

A taxpayer that sells goods in the active conduct of its trade or
business generally must maintain inventory records in order to de-
termine the cost of goods it sold during the taxable period. Cost of
goods sold generally is determined by adding the taxpayer’s inven-
tory at the beginning of the period to purchases made during the

28 A qualified ’I}gersonal service corporation is a corForation meeting a function test and an
ownership test. The function test is met if substantially all the activities of the corporation in-
volve the performance of services in the fields of health, law, engineering, architecture, account-
in?, actuarial science, performing arts, or consulting. The ownership test is met if substantially
all of the value of the outstanding stock of the corporation is owned by present or retired em-
ployees, the estates of such persons, by any person who acquired its ownership interest as the
result of the death of such a person within the previous 24 months, or by a holding company
the stock of which is owned by employees of the corporation, or employees of the affiliate of the
corporation, that is engaged in the same field of service.
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period and subtracting from that sum the taxpayer’s inventory at
the end of the period.

In general, the uniform cost capitalization rules (as added by the
1986 Act) require taxpayers that are engaged in the production of
real or tangible personal property or in the purchase and holding
of property for resale to capitalize or include in inventory the direct
costs of the property and the indirect costs that are allocable to the
property. Direct costs generally are the costs directly associated
with the production of a good; i.e., the materials and labor applied
in the production of the cost. Indirect costs are costs associated
with functions removed from the direct production of the good; e.g.,
overhead and administrative costs. In determining whether indirect
costs are allocable to production or resale activities, taxpayers are
allowed to use various methods so long as the method employed
reasonably allocates indirect costs to production and resale activi-
ties.

However, the uniform capitalization rules do not apply to prop-
erty acquired by a taxpayer during the taxable year for resale if
the average annual gross receipts of the taxpayer for the preceding
three taxable years did not exceed $10,000,000.

Simplified dollar-vaiue LIFO method for small businesses

Because of the difficulty of accounting for inventory on an item-
by-item basis, taxpayers often use conventions that assume certain
item or cost flows. Among these conventions is the “last-in-first-
out” (“LIFO”) method which assumes that the items in ending in-
ventory are those earliest acquired by the taxpayer. One method of
applying the LIFO method to inventories is the dollar-value meth-
od. Under the dollar-value LIFO method, the taxpayer accounts for
its inventories on the basis of a pool of dollars rather than on an
item-by-item basis. Each pool of dollars includes the value of a
number of different types of inventory items. Generally, for whole-
salers, retailers, jobbers and distributors, items of inventory are
pooled by major lines, types or classes of goods. In the case of man-
ufacturers, all inventory items which represent a natural business
unit may be combined into a single pool. Similarly, taxpayers may
assign inventory items to one of a number of pools determined by
the similarity of the different types of items to each other.

The dollar-value method measures each pool of dollars in terms
of the equivalent dollar value of the inventories at the time the
portion of the pool of dollars was first added to the inventory ac-
count. In order to measure the pool of dollars in terms of equiva-
lent dollar values, the use of the dollar-value LIFO method re-
quires the development of an index which will discount present dol-
lar values back to the equivalent dollar values of the first year the
taxpayers uses the LIFO method (called the “base year”). This is
normally done by comparing the dollar amount of inventory items
measured in present year prices against the dollar amount of the
same inventory items in base year prices (the “double-extension”
method). If the permission of the Secretary of the Treasury is ob-
tained, however, the index may be developed by comparing the dol-
lar amount of inventory items measured in present year prices
against the dollar amount of the same inventory items measured
in the immediate prior year’s prices. This computation yields an
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annual index component that, when applied to all prior annual
index components, creates a cumulative index which discounts
present dollar values back to the equivalent dollar values of the
base year (the “link-chain” method). \

Instead of using actual inventory prices, a taxpayer may use ta-
bles of price changes published by the Bureau of Labor Statistics
as part of the “Producers Price Index” and “Consumer Price Index”
publications to construct the index necessary to determine equiva-
lent dollar values. Use of these tables requires an index specific to
the taxpayer to be constructed by taking a weighted average of
price changes for specific categories of inventory. Taxpayers gen-
erally are limited to an index equal to 80 percent of the constructed
index.

Section 474, as added by the 1986 Act, provides an election to
certain small businesses to use a simplified dollar-value LIFO
method in accounting for their inventories. The simplified dollar-
value LIFO method requires inventories to be grouped into pools
in accordance with the major categories of the “Producer Prices In-
dexes” or the “CPI Detailed Report.” The change in inventory costs
for the pool for the taxable year is determined by the change in the
published index for the general category to which the pool relates.
The computation of the ending LIFO value of the pool is then made
using the dollar-value LIFO method. The indices necessary to com-
pute the equivalent dollar values of prior years are to be developed
using the link-chain method. " D

The computation of inventory values using the simplified dollar-
value LIFO method generally follows the rules applicable to other
taxpayers for the computation of inventories using the dollar-value
LIFO. The simplified dollar-value LIFO method differs from these
current rules, however, with regard to the manner in which inven-
tory items are to be pooled, the use of published indices to deter-
mine an annual index component for each pool, and the technique
to be used in computing the cumulative index for a pool for any
given year. Moreover, small businesses may use 100 percent (rath-
er than 80 percent) of the computed indices. For this purpose, an
eligible small business is one with average annual gross receipts
for the preceding three taxable years of $5,000,000 or less.

Installment sales

The installment method of accounting may be used in defer in-
come that is recognized for any taxable year from nondealer dis-
positions of property. However, an interest charge is imposed on
the tax that is deferred under the installment method. The interest
charge does not apply to the extent attributable to the amount by
which the deferred payments arising from dispositions of all such
property during a taxable year exceed $5 million. In determining
the $5 million amount, only transactions with sales prices in excess
of $150,000 are taken into account. Thus, an owner of a small busi-
ness may sell his or her business on the installment method and
defer tax without incurring the interest charge applicable to larger
transactions.



Long-term contracts

Taxpayers engaged in the production of property under a long-
term contract generally must compute income from the contract
under the percentage of completion method (Sec. 460, as added by
the 1986 Act). Under the percentage of completion method, a tax-
payer must include in gross income for any taxable year an amount
that is based on the product of (1) the gross contract price and (2)
the percentage of the contract completed as of the end of the year.
The percentage of the contract completed as of the end of the year
is determined by comparing costs incurred with respect to the con-
tract as of the end of the year with estimated total contract costs.

Because the percentage of completion method relies upon esti-
mated, rather than actual, contract price and costs to determine
gross income for any taxable year, a “look-back method” is applied
in the year a contract is completed in order to compensate the tax-
payer (or the IRS) for the acceleration (or deferral) of taxes paid
over the contract term. The first step of the look-back method is to
reapply the percentage of completion method using actual contract
price and costs rather than estimated contract price and costs. The
~ second step generally requires the taxpayer to recompute its tax li-
“ability for each year of the contract using gross income as reallo-
cated under the look-back method. If there is any difference be-
tween the recomputed tax liability and the tax liability as pre-
viously determined for a year, such difference is treated as a hypo-
thetical underpayment or overpayment of tax to which the tax-
payer applies a rate of interest equal to the overpayment rate,
compounded daily. The taxpayer receives (or pays) interest if the
net amount of interest applicable to hypothetical overpayments ex-
ceeds (or is less than) the amount of interest applicable to hypo-
thetical underpayments. The look-back method must be reapplied
for any item of income or cost that is properly taken into account
after the completion of the contract.

The look-back method does not apply to any contract that is com-
pleted within two taxable years of the contract commencement date
and if the gross contract price does not exceed the lesser of (1) $1
million or (2) one percent of the average gross receipts of the tax-
payer for the preceding three taxable years. Thus, the contracts of
many small businesses are subject to the percentage-of-completion
method but not subject to the look-back method.

Bad debt reserves of small banks

Generally, a taxpayer engaged in a trade or business may deduct
the amount of any debt that becomes wholly or partially worthless
during the year (the “specific charge-off” method). However, a small
commercial bank (i.e., one with adjusted bases of assets of $500
. million or less) may use the experience method or the specific
charge-off method for purposes of computing its deduction for bad
debts. Under the experience method, a thrift institution generally
is allowed a deduction for an addition to its bad debt reserve equal
to the greater of: (1) an amount based on its actual average experi-
ence for losses in the current and five preceding taxable years, or
(2) an amount necessary to restore the reserve to its balance as of
the close of the base year. For taxable years beginning after 1987,
the base year is the last taxable year beginning before 1988. The
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use of a reserve method for bad debts allows a small bank to de-
duct loan losses before the loans become wholly or partially worth-
less. Pursuant to a provision in the 1986 Act, a large commercial
bank must use the specific charge-off method.

5. Worker classification

Introduction

Among the ways in which an individual may operate a small
business is as an independent contractor or a sole proprietor. For
Federal tax purposes, whether or not someone is operating a busi-
ness in such cases depends on whether the individual is classified
as an employee of the service recipient or as self employed.

Significant Federal tax consequences result from the classifica-
tion of a worker as an employee or self employed. These differences
relate to withholding and employment tax requirements, as well as
the ability to exclude certain types of compensation from income or
take tax deductions for certain expenses. Some of these con-
sequences favor employee status, while others favor self-employ-
ment status.

Under present law, the determination of whether a worker is an
employee or self employed is generally made under a facts and cir-
cumstances test that seeks to determine whether the service pro-
vider is subject to the control of the service recipient, not only as
to the nature of the work performed, but the circumstances under
which it is performed. Under a special safe harbor rule (sec. 530
of the Revenue Act of 1978), a service recipient may treat a worker
as self employed for employment tax (but not income tax) purposes
even though the worker is in fact an employee if the service recipi-
ent has a reasonable basis for treating the worker as self employed
and certain other requirements are met.

Classification of workers

In general

In general, the determination of whether an employer-employee
relationship exists for Federal tax purposes is made under a com-
mon-law test. Under this test, an employer-employee relationship
generally exists if the person contracting for services has the right
to control not only the result of the services, but also the means
by which that result is accomplished. Whether the requisite control
exists is determined based on all the relevant facts and cir-
cumstances.2?

The Internal Revenue Service (“IRS”) has developed a list of 20
factors that may be examined in determining whether an em-
ployee-employer relationship exists. The 20 factors were developed
by the IRS based on an examination of cases and rulings consider-
ing whether a worker is an employee. The degree of importance of
each factor varies depending on the occupation and the factual con-
text in which the services are performed. The 20 factors are de-
signed as guides; special scrutiny may be required in applying the

29Treas. Reg. sec. 31.3401(c)—(1)b). There are also some persons who are treated by statute
as either employees or independent contractors. For example, full-time life insurance salesmen
and certain travelling salesmen are treated as employees for purposes of employment taxes (sec.
3121(d)). Real estate agents and direct sellers are not treated as employees (sec. 3508).
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factors to assure that formalistic aspects of an arrangement de-
signed to achieve a particular status do not obscure the substance
of the arrangement.3¢

Section 530 of the Revenue Act of 1978

With increased enforcement of the employment tax laws begin-
ning in the late 1960s, controversies developed between the IRS
and taxpayers as to whether businesses had correctly classified cer-
tain workers as self employed rather than as employees. In some
instances when the IRS prevailed in reclassifying workers as em-
ployees under the common-law test, the employing business be-
came liable for substantial portions of its employees’ employment
and income tax liabilities (that the employer had failed to withhold
and pay over), although the employees might have fully paid their
liabilities for self-employment and income taxes.

In response to this problem, the Congress enacted section 530 of
the Revenue Act of 1978 (P.L. 95-600) (“section 530”). That provi-
sion generally allows a taxpayer to treat a worker as not being an
employee for employment tax purposes (but not income tax pur-
poses), regardless of the individual’s actual status under the com-
mon-law test, unless the taxpayer has no reasonable basis for such
treatment. Under section 530, a reasonable basis is considered to
exist if the taxpayer reasonably relied on (1) past IRS audit prac-
tice with respect to the taxpayer, (2) published rulings or judicial
precedent, or (3) long-standing recognized practice in the industry
of which the taxpayer is a member. Under the prior-audit rule, rea-
sonable reliance is generally found to exist if the IRS failed to raise
an employment tax issue on audit, even though the audit was not
related to employment tax matters.

The relief under section 530 is available with respect to an indi-
vidual only if certain additional requirements are satisfied. One of
these requirements is that the taxpayer (or a predecessor) must not
have treated any individual holding a substantially similar position
as an employee for purposes of employment taxes for any period be-
ginning after 1977.

Under section 1706 of the Tax Reform Act of 1986, section 530
does not apply in the case of an individual who, pursuant to an ar-
rangement between the taxpayer and another person, provides
services for such other person as an engineer, designer, drafter,
computer programmer, systems analyst, or other similarly skilled

30Rev. Rul. 87-41, 1987-1 C.B. 296. The factors are as follows: (1) whether the worker is re-
quired to comply with instructions about when, where, and how to perform the work; (2) wheth-
er the service recipient trains the worker; (3) the extent to which the worker’s services are inte-
grated into the business operations of the service recipient; (4) whether the services must be
rendered personally; (5) whether the service recipient supervises the worker; (6) whether there
is a continuing relationship between the worker and the service recipient; (7) whether the serv-
ice recipient sets the hours of work of the worker, (8) whether the worker is required to devote
substantially full time to the business of the service recipient; (9) whether the work is done on
the premises of the service recipient; (10) whether the worker must perform services in the order
set by the service recipient; (11) whether reports by the worker to the service recipient are re-
quired; (12) whether payment is by the hour, week, or month; (13) whether the service recipient
’Q‘?ys the worker’s business and/or traveling expenses; (14) whether the worker is required to

rnish his or her own tools; (15) whether the worker invests in facilities used to perform the
work; (16) whether the worker can realize a profit or loss as a result of the performance of the
services; (17) whether the worker performs services for more than one service reciﬁient; (18)
whether the worker makes his or her services available to the general gublic; (19) whether the
service recipient has the right to discharge the worker; and (20) whether the worker has the
right to terminate the relationship without incurring liability.
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worker engaged in a similar line of work. Thus, the determination
of whether such individuals are employees or self employed is made
in accordance with the common-law test. o o

Section 530 also prohibits the issuance of Treasury regulations
and revenue rulings on common-law employment status. Taxpayers
may, however, obtain private letter rulings from the IRS regarding
the status of workers as employees or independent contractors.

Consequences of worker classification

Income tax withholding

The Code requires that employers making payments of wages to
employees withhold Federal income taxes from those wage pay-
ments in accordance with tables or computational procedures pre-
scribed by the IRS. Each employee must file with his or her em-
ployer a Withholding Allowance Certificate (Form W—4) on which
the employee claims a specific number of withholding allowances
based on family size, employment status, itemized deductions, and
other matters. The employer then utilizes tables issued by the IRS
to compute the correct amount of Federal income tax withholding.
This computation is based on the number of withholding allow-
ances claimed, the taxpayer’s wages, and the frequency of payroll
payments. The amount of wages paid and the amount of income
taxes withheld must be reported to the IRS and to the employee
on Form W-2. )

No income tax withholding is required on payments made to self-
employed individuals.3! Such individuals are required to make
quarterly estimated tax payments.

Employment taxes

If an employer-employee relationship exists, the service recipient
is subject to social security taxes under the Federal Insurance Con-
tributions Act (“FICA”) and unemployment taxes under the Federal
Unemployment Tax Act (“FUTA”), and is required to withhold and
pay over FICA and FUTA taxes imposed on the worker. On the
other hand, if there is no employer-employee relationship, the serv-
ice recipient is not subject to employment taxes; the worker pays
self-employment tax under the Self-employment Contributions Act
(“SECA”) in lieu of FICA tax. Self-employed individuals are not
subject to FUTA, but also generally are not entitled to related un-
employment benefits.

Prior to 1990, the employment tax structure significantly favored
independent contractors. Until 1983, the combined FICA tax rate
on the employer and employee was significantly higher than the
SECA tax rate. The Social Security Amendments Act of 1983 equal-
ized the tax rates, but provided a credit for a portion of SECA
taxes for years 1984 through 1989. For years after 1989, the tax
rates are the same, and there is no SECA tax credit. A self-em-
ployed person is entitled to an income tax deduction for a portion
of SECA taxes. :

Some differences still exist between FICA and SECA taxes, pri-
marily because the base for calculating the taxes differs.

31Payments to independent contractors may be subject to backup withholding under certain
circumstances (sec. 3406).
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Pensions and employee benefits

If an individual is not an employee for Federal income tax pur-
poses, the individual is entitled to establish his or her own retire-
ment plan (“Keogh plan”) to which the individual can make annual
deductible contributions of $30,000 or more. If an individual is an
employee for Federal income tax purposes, then employer contribu-
tions to a retirement plan are excludable from income. The limits
on the benefits that can be provided under a plan maintained by
a self-employed individual are generally the same as those that
apply to employees. However, individuals may have greater flexibil-
ity if they maintain their own qualified plan than if they were
under an employer’s plan, and may make greater contributions
than an employer would make under an employer-sponsored plan.
In some circumstances, an employer might wish to treat a worker
as self employed in order to avoid providing the worker with retire-
ment and other employee benefits. ‘

Workers who are classified as employees are entitled to exclude
from gross income certain employee benefits that cannot be ex-
cluded by workers classified as self employed. For example, benefits
such as employer-provided health care, dependent care, and group-
term life insurance are excluded from income (and wages for FICA
tax purposes) of employees. Self-employed individuals are entitled
to deduct 30 percent of the cost of their health insurance.

Miscellaneous business expenses

Self-employed individuals receive favorable tax treatment with
respect to business expenses. For example, business expenses (such
as meals and entertainment, a home office, and transportation) are
deductible by self-employed individuals without regard to the
amount of the expenses or whether they itemize deductions. On the
other hand, an employee generally cannot deduct business ex-
penses without itemizing deductions. For employees who itemize,
miscellaneous business deductions for unreimbursed employee
business expenses are generally subject to the two-percent-of-ad-
justed gross income floor on itemized deducticns.3?

Non-Federal tax consequences

There also may be non-Federal tax consequences of worker clas-
sification. For example, State income tax laws may follow the Fed-
eral classification rules. Also, coverage under Federal and State
workers’ compensation plans, wage and hour laws, and similar
worker-related programs may depend on the classification of a
worker as an employee.

Reporting requirements and penalties

Reporting requirements

Employers must report to the IRS the amount of all wages paid
to employees on Form W-2. A service recipient engaged in a trade
or business who makes payments of remuneration in the course of
that trade or business to any person for services performed must

32 Business expenses that are reimbursed by the employer are generally excludable from an
employee’s gross income (and wages for employment tax purposes) if the expenses would be de-
ductible (without regard to the two-percent floor) if paid directly by the employee.

>
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file with the IRS an information return (Form 1099) reporting such -
payments (and the name, address, and taxpayer identification
number of the payee) if the remuneration paid to the person during
the calendar year is $600 or more. Also, the service recipient must
furnish to the person receiving such payments a statement setting
forth the name, address, and taxpayer identification number of the
service recipient, and the aggregate amount of payments made to
the payee during the year.

Penalties

Present law contains a number of civil and criminal penalties de-
signed to further compliance with the Federal income tax rules.

Any person that fails to file a correct information return (such
as Forms W-2 or 1099) with the IRS on or before the prescribed
filing date is subject to a penalty that varies based on when, if at
all, the correct information return is filed. Special, lower maximum
levels for this penalty apply to small businesses. Any person that
fails to furnish a correct payee statement to a taxpayer (such as a
copy of a W-2 or a 1099) on or before the prescribed due date or
to comply with other specified information reporting requirements
is subject to a penalty of $50 per statement, with a maximum pen-
alty of $100,000 per calendar year.

The accuracy-related penalty, which is imposed at a rate of 20
percent, applies to the portion of any underpayment that is attrib-
utable to (1) negligence, (2) any substantial understatement of in-
come tax, (3) any substantial valuation overstatement, (4) any sub-
stantial overstatement of pension liabilities, or (5) any substantial
estate or gift tax valuation understatement. The fraud penalty,
which is imposed at a rate of 75 percent, applies to the portion of
any underpayment that is attributable to fraud.

A penalty for aiding and abetting the understatement of tax li-
ability applies in certain cases in which an individual aids, assists
in, procures, or advises with respect to the preparation or presen-
tation of any portion of a return.

A penalty applies for failure to make timely deposits of tax. The
amount of the penalty varies with the length of time within which
the taxpayer corrects the failure.

In general, penalties may be abated if it is shown that there was
reasonable cause for the failure.

If an employer treats services performed by an employee as if
performed by a nonemployee and fails to withhold income or social
security taxes as required by the wage withholding provisions of
the income tax and social security tax laws, the employer’s liability
for those amounts is determined as a fraction of the employee’s
wages subject to income tax withholding or a fraction of the social
security taxes required to be withheld. The Code applies a lower
fraction if the employer has complied with information reporting
rules consistent with the treatment of the employee as a non-
employee.
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6. Dual-use property

In general

One of the tax questions relating to small business is the proper
tax treatment of property, such as a home, a car, or computer
equipment, that is used by the small business owner or operator
partly for business purposes and partly for personal purposes.
Present law contains a number of special rules designed to address
the treatment of such dual-use property.

Listed property

A taxpayer generally may deduct ordinary and necessary ex-
penses paid or incurred in carrying out a trade or business or for
the production or coliection of income. A deduction generally is not
permitted for capital expenses. However, depreciation deductions
are allowed for certain property used in a trade or business. In gen-
eral, tangible property is depreciated under the Modified Acceler-
ated Cost Recovery System. In lieu of depreciation, a taxpayer with
a sufficiently small amount of annual investment may elect to de-
duct up to $17,500 of the costs of qualifying property placed in
service during the taxable year.

Depreciation deductions and expensing are available only with
respect to the portion of the cost of an asset that is attributable to
business use.33 In addition, special rules apply in the case of auto-
mobiles and certain other types of property (called “listed prop-
erty”) used primarily for personal or investment use rather than in
the conduct of a trade or business. Under these special rules, the
expensing election is not available and depreciation must be com-
puted under the straight-line method using a specified life longer
than the normally applicable life if use of listed property for per-
sonal purposes or the production of income (as opposed to trade or
business use) constitutes 50 percent or more of the property’s use.

Listed property is (1) passenger automobiles, (2) any other prop-
erty used as a means of transportation, (3) any property of a type
generally used for purposes of entertainment, recreation, or amuse-
ment, (4) computer or peripheral equipment (other than equipment
used exclusively at a regular business establishment and owned or
leased by the person operating such establishment), (5) any cellular
telephone, and (6) any other property specified by the Treasury.

Restrictions also apply to the deduction of expenses with respect
to listed property used by an employee. Employee use of listed
property is not treated as use in a trade or business in determining
the amount of depreciation deductions allowable to the employee
unless such use is for the convenience of the employer and required
as a condition of employment.

Home office expenses

A taxpayer’s business use of his or her home may give rise to a
deduction for the business portion of expenses related to operating
the home (e.g., a portion of rent or depreciation and repairs). How-
ever, business deductions generally are allowed only with respect
to a portion of a home that is used exclusively and regularly in one

33Bven when depreciation deductions or expensing are allowed, they are limited in amount.
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of the following ways: (1) as the principal place of business for a
trade or business; (2) as a place of business used to meet with pa-
tients, clients, or customers in the normal course of the taxpayer’s
trade or business; or (3) in connection with the taxpayer’s trade or
business, if the portion so used constitutes a separate structure not
attached to the dwelling unit. In the case of an employee, the busi-
ness use of the home must be for the convenience of the em-
ployer.34 These rules apply to houses, apartments, condominiums,
mobile homes, boats, and other similar property used as the tax-
payer’s home.

Prior to 1976, expenses attributable to the business use of a resi-
dence were deductible whenever they were “appropriate and help-

~ ful” to the taxpayer’s business. In 1976, the present-law provision

was enacted, in order to provide a narrower scope for the home of-
fice deduction, but it did not define the term “principal place of
business.” In Commissioner v. Soliman, 113 S.Ct. 701 (1993), the
Supreme Court reversed lower court rulings and upheld an IRS in-
terpretation that disallowed a home office deduction for a self-em-
ployed anesthesiologist who practiced at several hospitals but was
not provided office space at the hospitals. Although the anesthesiol-
ogist used a room in his home exclusively to perform administra-
tive and management activities for his profession (i.e., he spent two
or three hours a day in his home office on bookkeeping, correspond-
ence, reading medical journals, and communicating with surgeons,
patients, and insurance companies), the Supreme Court upheld the
IRS position that the “principal place of business” for the taxpayer
was not the home office, because the taxpayer performed the “es-
sence of the professional service” at the hospitals.35

Present law contains a special rule that allows a home office de-
duction for business expenses related to a space within a home that
is used on a regular (even if not exclusive) basis as a storage unit
for the inventory of the taxpayer’s trade or business of selling prod-
ucts at retail or wholesale, but only if the home is the sole fixed
location of such trade or business. , o

Home office deductions may not be claimed if they create (or in-
crease) a net loss from a business activity, although such deduc-
tions may be carried over to subsequent taxable years.

341f an employer provides access to suitable space on the employer’s premises for the conduct
by an employee of particular duties, then, if the employee opts to conduct such duties at home
as a matter of personal preference, the employee’s use of the home office is not “for the conven-
ience of the employer.” See, e.g., W. Michael Mathes, (1990) T.C. Memo 1990-483.

35]n response to the Supreme Court’s decision in Soliman, the IRS revised its Publication 587,
Business Use of Your Home, to more closely follow the comparative analysis used in Soliman
by focusing on the following two primary factors in determining whether a home office is a tax-
payer’s principal place of business: (1) the relative importance of the activities performed at each
business location; and (2) the amount of time spent at each location.
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B. Descriptions of Restructuring Alternatives

The press release by the House Committee on Ways and Means
announcing this set of tax restructuring hearings asked all wit-
nesses to comment on the impact of certain basic tax reform pro-
posals. These basic alternatives to replace the current tax system
are: (1) a national retail sales tax; (2) a value-added tax; (3) a flat
“consumption” tax; (4) a cash flow tax; and (5) a “pure” income tax.

This section provides brief descriptions of these alternative tax
systems. In some cases, the descriptions include summaries of in-
troduced legislation; in other cases, the descriptions are based upon
theoretical models of the tax systems. These descriptions provide a
summary description of the alternative systems and are not in-
tended to provide detailed analyses of different aspects of the pro-
posed systems. Such analyses will be provided in pamphlets to be
prepared for upcoming hearings.36

Other than the “pure” income tax, the alternative tax systems
discussed in this section are consumption-based, rather than in-
come-based, taxes. The major difference between a consumption-
based tax and an income-based tax generally involves the treat-
ment of savings. Under an income-based tax, returns to savings
(e.g., dividends, interest, and capital gains) generally are subject to
tax. Under a consumption-based tax, returns to savings generally
are excluded from the tax base. Such exclusion may be achieved by
taxing consumption directly, excluding investment income from the
tax base, or providing a deduction for increased savings.37

1. National retail sales tax

Overview
As the name implies, a retail sales tax is a tax imposed on the

retail sales price (i.e., sales to consumers, but not sales of inputs

to businesses) of taxable goods or services.

The Federal Government currently imposes excise taxes on var-
ious products and services.38 However, these taxes generally apply
to a narrowly defined class of goods and services, and generally are
not imposed at the retail level. Rather, the present-law Federal ex-
cise taxes generally are imposed upon manufacturers (as in the
case of the alcohol and tobacco excise taxes) or some other inter-
mediate (pre-retail) stage of the distribution of a product (as in the
case of the highway motor fuels tax), or are imposed upon both the
consumers and business users of a good or service (as in the case
of the communications services tax (“telephone tax”) or the cur-
rently expired air passenger ticket tax).

36 Additional analysis can be found in Joint Committee on Taxation, Description and Analysis
of Proposals to Replace the Federal Income Tax (JCS-18-95), June 5, 1995, and Martin A. Sulli-
van, Flat Taxes and Consumption Taxes: A Guide to the Debate, American Institute of Certified
Public Accountants, December 1995.

37For a further discussion of the distinctions between consumption-based taxes and income-
based taxes and the equivalence among different types of consumption taxes, see Joint Commit-
tee on Taxation, Description and Analysis of Proposals to Replace the Federal Income Tax and
the citations contained therein.

38 See, Joint Committee on Taxation, Schedule of Present Federal Excise Taxes (As of January
1, 1994) (JCS-5-94), June 28, 1994, for a description the various Federal excise taxes.

¥
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Most States and many local governments impose general sales
taxes within their jurisdictions,3? and all States impose some form
of excise-type tax on specified goods or services. Although the typi-
cal State sales tax is familiar to most consumers and appears sim-
ple on its face, several issues may arise in the application of such
a tax. First, State sales taxes generally are designed to apply to
most tangible personal property and selected services purchased by
consumers.® Certain sales to persons other than consumers (i.e.,
businesses) may be exempted from the tax in a variety of ways. Ex-
emptions may be provided for goods acquired as “sales for resale,”
or for articles for use in manufacture, fabrication, or the processing
of personal property for resale, if the article becomes incorporated
in such property. Thus, persons who are not consumers may be
subject to the sales tax in certain instances. For example, a fur-
niture maker may be exempt from tax on lumber acquired to man-
ufacture chairs, but would not be exempt from tax on a truck pur-
chased to deliver the chairs to customers. Controversies often arise
as to whether or not an article or a service (such as packaging or
utility services) are incorporated into a good.4! Most States also
provide exemptions for acquisitions by the State and its political
subdivisions, and charitable, religious, and educational organiza-
tions.42 In order to address the regressivity of sales taxes, most
States exempt food, but impose a tax on candy, soda and prepared
meals, thus requiring subtle distinctions between taxable and tax-
exempt items. Similarly, most States do not tax sales of intangible
property, raising issues as to whether a particular ifem represents
taxable tangible or tax-exempt intangible property.43 Moreover,
most States provide broad taxation of personal property, but only
limited taxation of services, raising issues whenever a business
provides both taxable goods and tax-exempt services to a customer.
For example, an automotive repair shop typically provides both
goods (replacement parts) and services (laboron installation of the
parts) when it repairs an automobile. Further, a State’s sales tax
generally does not apply to goods shipped to out-of-State cus-
tomers. In such cases, the customer likely is subject to a com-
plementary “use” tax in his or her State of residence. However,
there are significant compliance problems with State use taxes.44
Several States mail use tax forms to all State income taxpayers

391t is reported that ﬂlere'aré“’aép?roximately 50,000 separate sales tax jurisdictions in the
United States. Wall Street Journal, April 18, 1990, p. Al. Alaska, Delaware, Montana, New
lI;I:ampshlire, and Oregon currently do not have broad-based sales taxes. The District of Columbia

as a sales tax.

40 For a detailed discussion of State and local sales taxes, see, Jerome R. Hellerstein and Wal-
ter Hellerstein, State Taxation (Vol. II: Sales and Use, Personal Income, and Death and Gift
Taxes) (Warren, Gorham, Lamont: Boston, MA) 1992.

41See, for example, Sta—Ru v. Mahin, 64 11l. 2d 330 (1976) and Burger King v. State Tax Com-
mission, 51 N.Y. 614 (1980) (whether paper and plastic cups and similar items purchased by
a fast-food restaurant were subject to State sales taxes.)

42See, John Due and J. Mikesell, Sales Taxation: State and Local Structure and Administra-
tion (1983) p.78-80. ' ‘ :

43 See, for example, Robert W. McGee, Software Taxation, National Association of Account-
ants, 1984, chapters 1 and 3, for a discussion of the issues involved in the application of State
sales taxes to transfers of computer software.

44The ability of one State to require an out-of-State retailer to collect that State’s sales or
use tax on sales into the State (generally through mail-order catalog sales) is restricted by the
Commerce Clause of the U.S. Constitution where the retailer has no physical presence in the

State. See National Bellas Hess, Inc. v. Department of Revenue, 386 U.S. 753 (1976) and Quill
Corp. v. North Dakota, 504 U.S. 298 (1992).

23-902 96-2
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a}rlld rely upon voluntary reporting of taxable out-of-State pur-
chases.

Description of the National Retail Sales Tax Act of 1996

Recently, there has been interest in replacing the U.S. income
tax system with a Federal retail sales tax.45 On March 6, 1996,
Messrs. Schaefer, Tauzin, Chrysler, Bono, Hefley, Linder, and
Stump, introduced H.R. 3039, the “National Retail Sales Tax Act
of 1996” (the “Act”). Following is a discussion of the Act.

In general

The Act would impose a tax at a rate of 15 percent on gross pay-
ments for the use, consumption, or enjoyment in the United States
of any taxable property or service, whether or not produced or ren-
dered within or without the United States. In general, the tax
would be imposed and remitted by the seller of the taxable item.
“Taxable property or service” would mean (1) any property (includ-
ing leaseholds of any term or rents with respect to such property
other than intangible property), and (2) any service (including any
financial intermediation services). The tax would be due when pay-
ment for the taxable item is received, even if received pursuant to
an installment method. Alternatively, the seller may elect to adopt
an accrual method of accounting.

. Tax would not be imposed upon any property or service: (1) pur-
chased for resale; (2) purchased to produce taxable property or
service; and (3) exported from the United States for use, consump-
tion, or enjoyment outside the United States. The tax would not be
imposed with respect certain de minimis amounts. Tuition for gen-
eral primary, secondary, or university level education and job-relat-
ed training courses would be ireated as purchased to produce tax-
able property or services. Special rules would apply to property or
services purchased for a dual use (i.e., both a taxable and tax-ex-
empt purpose).

Specific rules for certain transactions

Specific rules would be provided for transactions invelving gov-
ernmental units and not-for-profit organizations, purchases of prin-
cipal residences, and financial intermediation services.4® Specifi-
cally, any Federal, State, or local governmental unit or political
subdivision would not be exempt from the tax on any sale, pur-
chase, use, consumption, or enjoyment of a taxable good or service
by the unit or subdivision. In addition, an excise tax of 15 percent
would be imposed on the wages of Federal, State, and local govern-
ment employees; the tax would be collected from the governmental
employers.

45S8enator Richard Lugar had proposed that the current Federal taxes be repealed and re-
placed with a retail sales tax that would be collected by the States on behalf of the Federal
Government. Washington Post, April 20, 1995. For a discussion of similar proposals, see, Lau-
rence J. Kotlikoff, “Economic Impact of Replacing Federal Income Taxes with a Sales Tax,” pub-
lished by the Cato Institute in December 1992, and Stephen Moore, “The Economic and Civil
Libett!i;es Case for a National Sales Tax,” published for a Hoover Institution conference on May
11, 1995.

46 Governmental units and not-for-profit organizations, principal residences and other durable
goods, and financial intermediation services present special issues under most consumption
taxes. These issues will be examined in future pamphlets devoted to these topics.
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Payments to a not-for-profit organization would be subject to the
tax if the property or service provided in exchange for the payment
is not substantially related to the exempt purpose of the organiza-
tion or is commercially available. Dues, contributions, and other
payments to a not-for-profit organization would not be subject to
tax. For this purpose, not-for-profit organizations generally would
be those organizations described in present-law sections 501(c)3),
(4), (5), (8), (8) and (10) of the Code. :

A purchaser may elect to pay the tax (plus simple interest com-
puted at the rate imposed by section 6621 of the Code) in equal in-
stallments over a 30-year period with respect to property pur-
chased and used as a principal residence. If the property is sold or
ceases to be used as a principal residence by the purchaser before
the close of the 30-year period, the unpaid balance of the tax would
become payable within two years of such sale or cessation.

" The tax would be imposed upon explicitly and implicitly charged
financial intermediation services. Explicitly charged financial inter-
mediation services would include brokerage fees; explicitly stated
banking, loan origination processing, documentation, credit check
and other similar fees; safe-deposit fees; insurance fees (to the ex-
tent not allocable to the investment account of the underlying in-
surance policy); trustee’s fees; and other financial service fees in-
cluding mutual fund management, sales, and exit fees. Providers of
these services would be subject to tax on the amount charged for
the services. Implicitly charged financial intermediation services
generally would be determined based upon the difference between
the rate of interest earned on any underlying interest bearing in-
\éels)tment and the interest paid on any underlying interest bearing
ebt. : :
Credits and rebates ,

The Act would provide credits with respect to sales of used prop-
erty, property converted to business use, taxes collected on exempt
purchases, administrative costs, compliance equipment costs, and
over-collected taxes. These credits may result in a tax refund if the
taxpayer files two consecutive tax reports with a credit balance.
The used property tax credit is designed to alleviate the cascading
of tax when taxable goods are acquired by a consumer, sold to a
used goods dealer, and then resold by the dealer to another
consumer. The business use conversion credit would allow a credit
when a consumer devotes a previously taxed item to exclusive use
in the consumer’s business. The administrative credit would be an
amount equal to the greater of $100 or one-half of one percent of
the tax remitted by the taxpayer. The administrative credit could
not exceed 20 percent of the tax remitted, determined before the
application of the credit. The compliance equipment cost credit
would be an amount equal to 50 percent of the cost of equipment
that a vendor must purchase to comply with the requirement (de-
scribed below) that the amount of tax be stated and separately
charged. :

The Act would provide a family consumption rebate for each
qualified family unit. The amount of the rebate would be 15 per-
cent of the lesser of: (1) the poverty level of the family, or (2) the
wage income of the family unit. The qualified family unit would be
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determined with respect to family members sharing a common resi-
dence. The poverty level would be the quotient of (1) the level de-
termined by the Department of Health and Human Services pov-
erty guidelines for family units of a particular size divided by (2)
85 percent. The size of the family unit would determined by includ--
ing each spouse or head of household, child, grandchild, parent and
grandparent. Family members would include certain students liv-
ing away from home and exclude persons over the age of two with-
out a bona fide Social Security number and unlawful residents of
the United States. The rebate would be provided by adjusting the
Social Security taxes to be withheld from the wages of employees.

Administration of the tax

The sales tax would be charged separate from the purchase price
of each taxable sale. Vendors would be required to provide pur-
chasers with a receipt that sets forth the tax-exclusive taxable
item, the amount of tax paid, the tax-inclusive price of the taxable
item, the tax rate, the date the item was sold, and the vendor’s
name and registration number.

Any person liable to collect and remit the tax who is engaged in
an active trade or business would register with the appropriate tax-
ing authority. Taxpayers would be required to pay the tax on or be-
fore the 25th day following the month in which the tax was col-
lected, along with a report that sets forth the gross payment on
taxable items for the month, the tax collected in connection with
these payments, and the amount and types of credits claimed. In-
terest would apply to late payments. Civil or criminal penalties
would apply to late filings; failures to register; and failures to col-
lect, remit, or pay the tax.

The tax would be administered, collected, and remitted to the
Federal government by an administering State within which tax-
able items are used, consumed, or enjoyed. A State would be an ad-
ministering State if it maintains a sales tax that significantly con-
forms to the Federal tax and enters into a cooperative agreement
with the Secretary of the Treasury regarding the State’s adminis-
tration of the tax. Administering States would be allowed to retain
one percent of the Federal tax as an administration fee. A conform-
ing State may contract with another conforming State to admin-
ister its sales tax. The Secretary of the Treasury would administer
the tax in jurisdictions that are not administering States, where
the administering State has failed on a regular and sustained basis
to timely remit the tax to the United States, where the administer-
ing State has been adjudicated to have breached the cooperative
agreement, and with respect to certain multistate vendors. Special
rules would determine the situs of the use, consumption or enjoy-
ment of a taxable item based on a destination principle. The Sec- .
retary of the Treasury would be required to issue guidance with re-
spect to the tax and to establish an Office of Revenue Allocation
to arbitrate claims and disputes among administering States.

Appropriations to the Internal Revenue Service (“IRS”) would not
be authorized after fiscal year 2000. An Excise Tax Bureau would
be established to administer and collect excise tax formerly col-
lected by the IRS, and the Social Security Administration would
administer and collect payroll taxes.
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2. Value-added tax

In general

A value-added tax (“VAT”) generally is a tax imposed and col-
lected on the “value added” at every stage in the production and
distribution process of a good or service. Although there are several
ways to compute the taxable base for a VAT, the amount of value
added generally can be thought of as the difference between the
value of sales (outputs) and purchases (inputs) of an enterprise.4?

The amount of value added may be determined under a VAT in
a number of ways. The two most common methods are the credit-
invoice method and the subtraction method. The credit-invoice
method is the system of choice in nearly all countries that have
adopted a VAT,%8 while the subtraction method has been used in
the States of Michigan and New Hampshire.#® A subtraction-meth-
od VAT is also sometimes referred to as a business transfer tax.
Credit-invoice method VAT e

Under the credit-invoice method, a tax is imposed on the seller
for all of its sales. The tax is calculated by applying the tax rate
to the sales price of the good or service and the amount of tax gen-
erally is disclosed on the sales invoice. A business credit is provided
for all VAT paid on all purchases of taxable goods and services (i.e.,
“inputs”) used in the seller’s business. The ultimate consumer (i.e.,
a non-business purchaser), however, does not receive a credit with
respect to his or her purchases. The VAT credit for inputs prevents
the imposition of multiple layers of tax with respect to the total
final purchase price (i.e., “cascading” of the VAT). As a result, the

_47Previous publications by the staff of the Joint Committee on Taxation have discussed some
of the broad tax policy and economic issues to be considered in deciding whether a VAT should
be enacted and have described the mechanics of various VAT systems. Numerous other publica-
tions also address these issues. See, e.g., Joint Committee on Taxation, Description and Analysis
of Proposals to Replace the Federal Income Tax; Joint Committee on Taxation, Factors Affecting
the International Competitiveness of the United States (JCS-6-91), May 30, 1991 (Part Three:
“Discussion of Value—Added Taxes”), pp. 269-341; Joint Committee on Taxation, Description of
Tax Bills ... 8. 442 (Value Added Tax) ... (JCS-11-89), May 11, 1989 (Part IIL.C., “Analysis of
Specific Issues”), pp. 9-31; Department of the Treasury, Tax Reform for Fairness, Simplicity,
and Economic Growth, Vol. 3, “Value-Added Tax”, (1984); Congressional Bu(}get Office, Effects
of Adopting A Value-Added Tax, February 1992; Government Accounting Office, Value Added
Tax: Administrative Costs Vary with Complexity and Number of Businesses, GAO/GGD-93-178,
May 1993; Alan Schenk, Value Added Tax: A Model Statute and Commentary, American Bar
Association Section on Taxation, (1989); Martin A. Sullivan, Flat Taxes and Consumption Taxes,
American Institute of Certified Public Accountants, December 1995; Lorence L. Bravenec, De-
sign Issues in a Credit Invoice Method Value-Added Tax for the United States, American Insti-
tute of Certified Public Accountants, (1990);, Tax Executives Institute, Value-Added Taxes: A
Comparative Analé'sis, (1992); Congressional Research Service, Value-Added Tax: Tax Bases and
Revenue Yields (CRS Report 92-176E), November 23, 1992 (and publications cited therein);
Charles E. McLure, Jr., The Value-Added Tax: Key to Deficit Reduction?, American Enterprise
Institute for Public Policy Research, Washington, D.C. (1987); and Alan A. Tait, Value Added
(Tax,S)International Practice and Problems, International Monetary Fund, Washington, D.C.

1988).

487t is reported that Japan imposes a version of an “accounts-based” subtraction method VAT,
The Japanese VAT also has elements of the credit-invoice method. See, Tax Executives Institute,
Value-Added Taxes: A Comparative Analysis (1992), p. 80.

49 The subtraction method has also been proposed in several recent U.S. legislative proposals.
See, e.g., the business tax components of the flat taxes proposed in H.R. 2060 and S. 1050 as
introduced by Mr. Armey, and Senator Specter on July 19, 1995 (described below); the “Business
Transfer Tax” of S. 2160 tproposed by Senators Boren and Danforth on May 26, 1994; and the
business tax component of the “USA Tax” proposed in S. 722 as introduced l)),y Senators Domen-
ici and Nunn on April 25, 1995 (described below). In addition, Mr. Gibbons, although he has
not introduced legislation to date, has supported the adoption of a VAT in his testimony before
the Bipartisan Commission on Entitlements and Tax Reform on October 6, 1994, the Committee
on Ways and Means in 1995, and in various writings."
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net tax paid at a particular stage of production or distribution is
based on the value added by that taxpayer at that stage of produc-
tion or distribution. In theory, the total amount of tax paid with
respect to a good or service from all levels of production and dis-
tribution should equal the sales price of the good or service to the
ultimate consumer multiplied by the VAT rate. .

In order to receive an input credit with respect to any purchase,
a business purchaser generally is required to possess an invoice
from a seller that contains the name of the purchaser and indicates
the amount of tax collected by the seller on the sale of the input
to the purchaser. At the end of a reporting period, a taxpayer may
calculate its tax liability by subtracting the cumulative amount of
tax stated on its purchase invoices from the cumulative amount of
tax stated on its sales invoices.

Example 1. Simple credit-invoice method VAT .—Assume a
landowner sells felled trees to a paper mill for $1,000. The land-
owner had not been subject to tax with respect to anything used
in the production of the trees. The paper mill processes the trees
into rolls of paper and sells the rolls to a distributor for $1,300. The
distributor cuts the rolls into sheets, packages the sheets, and sells
the packages to a retail stationery store for $1,500. The retail sta-
tionery store sells the entire lot of packages to nonbusiness con-
sumers for $2,000. The jurisdiction in question levies a broad-based
?/AT at a rate of 10 percent. The tax would be determined as fol-
owsS:

VAT
Production stage Sales . ;lr:a . p‘u’ﬁ;ﬂ :sI:es ‘I;I;}
Landowner ........cceeeuu.. '1,000x .1 = 100 —(0) = 100
_Paper mill ......cocuveiinen 1,300 x .1 = 130 -(100) = 30
Distributor .................... 1,500x .1 = 150 —-(130) = 20
Retail store ........ouue.eee 2,000x.1 =200 —(150) = 50
Total .....ccoveeunneeeee 580 —(380) = 200

Thus, a total of $200 of VAT is assessed and collected in various
amounts from the four stages of production. If, instead of a VAT,
the jurisdiction in question levied a retail sales tax at a rate of 10
percent, the total amount of tax also would be $200 ($2,000 sales
timels 10 percent), all collected by the stationery store at the retail
level.

Subtraction-method VAT

Under the subtraction method, value added is measured as the
difference between an enterprise’s taxable sales and its purchases
of taxable goods and services from other enterprises. At the end of
the reporting period, a rate of tax is applied to this difference in
order to determine the tax liability. The subtraction method is
similar to the credit-invoice method in that both methods measure
value added by comparing outputs (sales) to inputs (purchases)
that have borne the tax. The subtraction method differs from the
credit-invoice method principally in that the tax rate is applied to
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a net amount of value added (sales less purchases) rather than to
gross sales with credits for tax on gross purchases (as under the
credit-invoice method). The determination of the tax liability of an
enterprise under the credit-invoice method relies upon the enter-
prise’s sales records and purchase invoices, while the subtraction
method may rely upon records that the taxpayer maintains for in-
come tax or financial accounting purposes.

Example 2. Simple subtraction method VAT.—Assume the
same facts as in Example 1 above. The subtraction method VAT
would operate as follows:

Pros(::;zion S:;les—Pumhases ’ = Val:(:‘:&ded = VAT
Landowner ... 1,000 —(0)=1000x.1 = 100
Paper mill ..... 1,300 —(1,000) =300x .1 ... = 30
Distributor .... 1,500 —(1,300) =200x .1 ... = 20
Retail store ... 2,000 —(1,500) =500x1 = 50

Totals -2,000x.1 = 200

Comgaring Examples 1 and 2, the crédit—in;rlbi;:‘é and subtractlon
anetho s yield the same amounts of tax at the same levels of pro-

uction.

Exclusions under d VAT

Most VATs adopted to date provide special treatment for im-
ported and exported goods and services.50 In addition, most VATs
provide exclusions for various goods and services, or classes of tax-
payers for economic, social, or political reasons. In addition, certain
goods and services are excluded from the VAT due to difficulties in
measuring either the amount of the value added or the element of
consumption (as opposed to the investment element) with respect
to the good or service. ‘

Goods, services, or classes of taxpayers may be excluded from a
VAT either by providing a “zero rating” or an exemption. There
may be significant differences between these two alternatives, par-
ticularly under the credit-invoice method. If a sale is zero-rated,
the sale is considered a taxable transaction, but the rate of tax is
zero percent. Sellers of zero-rated goods or services do not collect
or remit any VAT on their sales of those items, but are required
to register as taxpayers. Sellers of zero-rated items are allowed to
claim credits (and perhaps a refund to the extent the taxpayer does
not have taxable sales) for the VAT they paid with respect to pur-
chased goods and services. : ‘

_ Similarly, a seller of goods or services that is exempt is not re-
quired to collect any VAT on its sales. However, because such sell-
ers are not considered taxpayers under the VAT system, they may
not claim any refunds of the VAT that they may have paid on their
purchases. In addition, under the credit-invoice method, purchasers
of exempt goods or services generally are not allowed a credit for
any VAT borne with respect to such goods or services prior to the

50 See the following discussion for the general tteatmerit of imported ahd exportéd goods and
services under consumption taxes. L
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exempt sale. Consequently, a VAT exemption, as opposed to a zero
rating, in a credit-invoice system breaks the chain between inputs
and outputs along the various stages of production and distribution
and may result in a cascading of the tax (i.e., total tax collected
from all stages of production would be greater than the retail sales
price of the good times the VAT rate). For this reason, most VAT
commentators, while recognizing that exemptions may be useful in
easing the administrative and recordkeeping burdens of certain
targeted taxpayers or transactions (such as small businesses or cas-
ual sales), prefer zero rating as the means of providing VAT relief
under the credit-invoice method.

There is little practical experience available to assess how exclu-
sions would operate under a subtraction-method VAT. It is, how-
ever, theoretically possible to design exclusions under either a sub-
traction method that replicate the effects of zero rating or exemp-
tions under a credit-invoice VAT. Moreover, exemptions under the
subtraction method may relieve the tax on the value added by the
exempted activity, but do not result in the cascading that occurs
with exemptions under the credit-invoice method.

Border adjustments

A VAT based on the destination principle imposes tax on imports
and provides tax rebates on exports. These import charges and ex-
port rebates are commonly referred to as “border adjustments” and
are a part of nearly all VAT systems currently in place.51

Under the border adjustments, exported goods would not be sub-
ject to the VAT through zero-rating the sale of exported goods (i.e.,
by applying a VAT rate of zero to exports, thus allowing the ex-
porter to claim refundable credits for VAT paid with respect to the
purchased inputs). On the other hand, importers would be subject
to tax on the full value of imported goods (because inputs with re-
spect to such products previously had not been subject to the U.S.
VAT). Similar treatment would be provided for imported and ex-
ported services.52

Border adjustments are fully consistent with the General Agree-
ment on Tariffs and Trade (GATT), as long as they do not discrimi-
nate against imports or provide over-rebates on exports. Relief from
“indirect” taxes on exports does not constitute an illegal export sub-
sidy, while relief from “direct” taxes (such as income taxes) is ille-
gal. “Indirect” taxes are defined to include value-added taxes, and
credit-invoice VATs have been accepted as border-adjustable under
GATT. Although a subtraction-method VAT has the same base as
a credit-invoice VAT, it is not clear whether a subtraction-method

51A discussion of border adjustments under a consumption tax.

52The cross-border provision of services presents difficult issues under any VAT, Services may
be performed in whole or in part in one jurisdiction and used or providing benefits in another.
Theoretically, (1) services performed by a person outside the United States but used or providing
benefits in the United States would be subject to the United States VAT, (2) services performed
by a United States person but used or providing benefits in a foreign country would not he sub-
ject to the United States VAT, and (3) the value of services used within and without the United
States would be allocated between the two jurisdictions based on the relative values of such
services. In the case of services, as demonstrated by the present-law income tax controversies
surrounding Internal Revenue Code section 482, the identification, measurement, and valuation
of use or the benefits provided is difficult. Certain services that are provided both within and
without the United States, such as international transportation or communication, could be allo-
cated pursuant to statutory (although somewhat arbitrary) ratios, as under the present-law in-
come tax, ’
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VAT is an indirect tax and whether border adjustments under the
subtraction-method are GATT-legal.53 Further, because there are
no pure subtraction-method VATSs currently in existence, there
have been no GATT challenges or test cases with respect to the le-
gality of subtraction method border adjustments.

3. Consumption-based “flat” tax

In general

A “flat tax” generally is any tax system with only one marginal
tax rate.54 For example, one could construct a flat tax out of the
current individual income tax by eliminating all but one marginal
rate bracket and repealing provisions that impose higher marginal
rates by reducing other deductions or exclusions (e.g., the personal
exemption phaseout and the limitation on itemized deductions).
While such a tax would be a flat tax on the basis of its single rate
bracket, it would still contain dozens of tax expenditure provisions,
including the home mortgage interest deduction, the charitable
contribution deduction, the deduction for State and local income
taxes, the earned income tax credit, and the dependent care credit.

Many of the flat tax proposals that have been developed do more
than simply apply one rate to the current individual income tax
base. In addition, they redefine the base of the tax. As discussed
above, there are two main approaches: a consumption base and an
income base. The gross income of a taxpayer in any year can be
thought of as the sum of the taxpayer’s consumption and gross sav-
ing. The difference between these two approaches is in the treat-
ment of saving. An income-based tax includes the return to saving
in the tax base; a consumption-based tax does not.

Recently proposed flat taxes—H.R. 2060 and S. 1050

There have been several consumption-based flat taxes introduced
in recent Congresses.55 On March 2, 1995, Senator Arlen Specter
introduced S. 488. On January 4, 1995, Congressman Philip Crane
introduced H.R. 214, “The Tithe Tax,” in the House of Representa-
tives. In the 103rd Congress, on January 26, 1993, Senator Jesse
Helms introduced S. 188, “The Tithe Tax;” and on June 16, 1994,
Congressman Richard Armey introduced H.R. 4585, “The Freedom
and Fairness Restoration Act of 1994.” House Majority Leader
Armey modified his flat tax proposal and introduced H.R. 2060 on
July 19, 1995. Senator Richard Shelby introduced a companion bill,
S. 1050, in the Senate on the same date. The subsequent discussion
provides a description of H.R. 2060 and S. 1050.

53See, e.g., George N. Carlson and Richard A. Gordon, “VAT or Business Transfer Tax: A Tax
on Consumers or on Business?” Tax Notes, October 17, 1988, p. 329.

54A bracket with a marginal rate of zero could also be provided by allowing a standard deduc-
tion and personal exemptions. As long as only one bracket has a marginal tax rate greater than
zero, the tax would commonly be referred to as a “flat tax.”

55The bills describe flat taxes because the taxes would be imposed at a single rate on taxable
income. These flat taxes generally may be described as consumption-based because in determin-

ing taxable income, returns on investment assets would be excluded and businesses would be

allowed to expense the cost of capital assets.
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Overview

H.R. 2060 and S. 1050 are based on a flat tax developed by Pro-
fessors Robert Hall and Alvin Rabushka of Stanford University.56
- In general, the tax described in the bills is a consumption-based
flat tax that is imposed at single rate upon individuals and busi-
nesses. An individual is taxed on the amount by which the individ-
ual’s wages and distributions from qualified plans exceed the indi-
vidual’s standard deduction. The business activities tax proposed
by the bills resembles a subtraction-method VAT, as described
above. The difference~between the bills’ business activities taxes
and a subtraction-method VAT is that the bills would allow busi-
nesses to deduct compensation expenses, while VATs generally do
not allow compensation deductions. However, under the bills, the
receipt of such compensation is subject to tax at the individual
level at the same flat rate applicable to businesses. Thus, the com-
bination of the business activities tax and the individual tax is
roughly equivalent to a VAT. The combination of the individual
and business taxes under H.R. 2060 and S. 1050 is not exactly
equivalent to a VAT because of the allowance for standard deduc-
tions under the individual-level tax. Alternatively, the bills could
be viewed as a VAT that provides individuals with built-in exemp-
tions for a minimum amount of consumption.57 Following is a more
detailed description of the bills.

Taxation of individuals

The bills would impose a tax equal to 20 percent (the tax rate
is reduced to 17 percent for taxable years beginning after December
31, 1997) of the excess (if any) of: (1) certain earned income re-
ceived during the taxable year over (2) the standard deduction for
the year. For this purpose, earned income subject to tax would be
wages paid in cash for services provided in the United States, dis-
tributions from retirement plans, and unemployment compensa-
tion.

Under the bills, the “standard deduction” would be the sum of a
“pasic standard deduction” plus the “additional standard deduc-
tion.” As under present law, the amount of the basic standard de-
duction would be determined based on the individual’s filing status
as provided in Table 1 below. (For the sake of comparison, the
amounts of standard deductions allowable under present law also
are provided in the table.)

56See, Robert E. Hall and Alvin Rabushka, Low Tax, Simple Tax, Flat Tax, (New York:
McGraw-Hill), 1983.

57 As described by Robert E. Hall and Alvin Rabushka in The Flat Tax: A Simple Progressive
Consumption Tax, a paper prepared for a Hoover Institution conference of May 11, 1995, the
exemption amounts of their proposed flat tax are intended to provide relief for lower income in-
dividuals under their consumption-based tax. '
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Table 1.—Comparisons of “Standard Deductions” Under
H.R. 2060, S. 1050, and Present Law

H.R. 2060

and S, 1050 Present-law
Filing status! basic stand- standard de-

ard deduc- duction?

tion

JOoINt TetUrn ......eooveevieeeeeieeireeeeereeeanens $21,400 $6,550
Surviving spouse ........... SRS ‘ 21,400 6,550
Head of household ................ - 14,000 5,750
Married filing separately 10,700 3,275
13310 T=4 £ SR 10,700 3,900

1The determination of an individual’s filing status under the bills is the same
as under present law.

2The amounts in Table 1 provided above for the standard deductions apply for
calendar year 1995. These amounts are indexed annually for inflation.

In addition, individuals who are blind or age 65 or older may increase their
standard deductions under present law. These additional deduction amounts are
not provided under the bills.

Under the bills, the “additional standard deduction” would be an
amount equal to $5,000 multiplied by the number of dependents of
the taxpayer. (Under present law, a $2,500 exemption amount is
allowed for calendar year 1995 for the taxpayer, his or her spouse,
and each dependent of the taxpayer. The exemption amounts are
indexed annually for inflation.) Similar to present law, basic stand-
ard deduction and the additional standard deduction amounts
under the bills would be indexed for inflation.

Taxable income of an individual would include the otherwise tax-
able income of his or her dependent children under the age of 14.

Taxation of business activities

The bills would impose a tax equal to 20 percent (the tax rate
is reduced to 17 percent for taxable years beginning after December
31, 1997) of the business taxable income of a person engaged in a
business activity. The tax would be imposed on the person engaged
in a business activity, whether such person is an individual, part-
nership, corporation, or otherwise. For this purpose, “business tax-
able income” would mean gross active income reduced by specified
deductions. “Gross active income” would mean gross receipts from
(1) the sale or exchange of property or service in the United States
by any person in connection with a business activity and (2) the ex-
port of property or services from the United States in connection
with a business activity.

The bills would allow deductions for (1) the cost of business in-
puts for the business activity, (2) wages paid in cash to employees
for the performance of services in the United States, and (3) con-
tributions to qualified retirement plans or arrangements. For this
purpose, “the cost of business inputs” would mean (1) the amount
paid for property sold or used in connection with a business activ-
ity, (2) the amount paid for services (other than for services of em-
ployees, including fringe benefits), and (3) any excise tax, sales tax,
customs duty or other separately stated levy imposed by a Federal,
State, or local government on the purchase of property or service



40

use)d in connection with a business activity (other than the flat
tax).

If a taxpayer’s aggregate deductions for any taxable year exceed
its gross active income for the year, the amount of deductions al-
lowed for the succeeding taxable year would be increased by the
sum of (1) the excess, plus (2) the product of the excess and the
three-month Treasury rate for the last month of the taxable year.

The bills would provide special rules for financial intermediation
service activities and noncash compensation provided by employers
not engaged in a business activity. The taxable income from the
business activity of providing financial intermediation services
would be the value of such services.

Governmental entities and other tax-exempt organizations would
not be subject to the business activities tax. However, these entities
would be subject to a tax equal to 20 percent (the tax rate is re-
duced to 17 percent for taxable years beginning after December 31,
1997), on the amount of remuneration for services performed by an
employee other than wages, remuneration for services performed
outside the United States, or retirement contributions to qualified
plans or arrangements.

Treatment of qualified retirement plans

The bills would make several changes to the present-law treat-
ment of qualified retirement plans. The bills generally would retain
the present-law tax treatment of employer-provided retirement -
plans, but would liberalize the qualification rules. For example,
nondiscrimination rules, limits on contributions, and the excise tax
on excess distributions would be repealed.

4. Cash flow tax

In general

A cash flow tax is a personal consumption tax imposed on the net
cash flow of an individual taxpayer. The base of the tax is deter-
mined by subtracting a deduction for net increases in savings from
the gross income of the taxpayer. Under a pure cash flow tax, with-
drawals from savings and net borrowings would be treated as gross
income. Thus, a cash flow tax differs from a consumption tax such
as a retail sales tax in that the cash flow tax can be levied and col-
lected from individual taxpayers rather than businesses. This per-
sonalization of the tax can measure the consumption of an individ-
ual taxpayer and allows the application of a progressive rate struc-
ture.

Description of the “USA Tax Act of 1995”

Overview

On April 25, 1995, Senators Sam Nunn and Pete Domenici intro-
duced a form of a cash flow tax in S. 722, (the “USA Tax Act of
1995”). In general, S. 722 would replace the current individual in-
come tax with a “savings-exempt income tax”—a broader-based in-
dividual income tax with an unlimited deduction for net new sav-
ing. The tax would be imposed using a three-tier graduated rate
schedule. In addition, S. 722 would replace the current corporate
income tax with a subtraction-method VAT imposed on all busi-
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nesses at a rate of 11 percent. Thus, in general, the bill would
apply two different consumption-based taxes—a cash flow tax on
individuals and a VAT on businesses. The bill also would provide
individuals with a refundable credit against the individual tax for
employee payroll taxes paid by them, and businesses with a credit
against the business tax for employer payroll taxes paid by them.
Following is a more detailed description of the bill.

Treatment of individuals under the “savings exempt in-
come tax”

The individual tax, or “savings exempt income tax,” would be a
broad-based income tax with an unlimited deduction for new sav-
ings. In other words, it is a modified version of a personal con-
sumption tax with one principal distinction. As discussed in more
detail below, borrowing would not be included in income, but rather
would only reduce (but not below zero) the net saving deduction.
Thus, unlike a personal consumption tax, a net borrower would not
pay tax on an amount greater than his income in a given year,
even though the net borrowing reflects additional consumption.
This ad((ihtlonal consumption generally would be taxed as the loan
is repai

The individual tax would have a three-tier graduated tax rate
structure. As under present law, separate rate schedules would
apply based on an individual’s filing status. The rate structure
would be phased-in from 1996 to 1999. After 1999, the individual
income tax rate schedules are as follows; L ; ,

Table 2.—Individual Income Tax Rates Under S. 7221

If taxable income is . Then income tax equals

Single individuals

$0-$3,200 ....eoeaene... 8 percent of taxable income.
$3,200-$14,400 ......... $320 plus 19% of the amount over $3,200.
Over $14,400 ............. $2560 plus 40% of the amount over

$14,400.

‘Heads of households

$0-$4,750 ...c.oueenne. 8 percent of taxable income.
$4,750-$21,100 ......... $380, plus 19% of the amount over $4,750.
Over $21,100 ............. $3,486.50, plus 40% of the amount over

$21 100

Married individuals filing joint returns
$0-$5,400 .................. 8 percent of taxable income.
$5,400-$24,000 ......... $432, plus 19% of the amount over $5 400.
Over $24,000 ............. $3$966 plus 40% of the amount over
24,000.

Married individuals filing separate returns

$0-$2,700 .................. 8 percent of taxable income.
$2,700-$12,000 ......... $216, plus 19% of the amount over $2,700.
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Table 2.—Individual Income Tax Rates Under S. 7221—

Continued
If taxable income is Then income tax equals
Over $12,000 ............. $1,983, plus 40% of the amount over
$12,000.

1The rate schedules are expressed in 1996 dollars and would be indexed for in-
flation beginning in 1997. ‘

Gross income would be defined broadly to include salaries and
wages, pensions, most fringe benefits, annuities, life insurance pro-
ceeds, alimony and child support payments, dividends, distribu-
tions from partnerships and proprietorships, rents, royalties, inter-
est (other than tax-exempt interest), includible social security bene-
fits, and proceeds from the sale of assets. Exclusions from gross in-
come would be limited to tax-exempt bond interest,58 gifts and be-
quests, certain government transfer and similar payments, certain
health care payments and reimbursements, certain military pay
and veteran’s benefits, and a portion of social security payments
(generally as under present law).

An individual would be allowed a deduction for any increase in
his or her “net savings” during the year. “Net savings” would be
the taxpayer’s additions to qualified savings assets during the year
over taxable withdrawals from qualified savings assets during the
year. An annual decrease in net savings would constitute taxable
income. Borrowing would not be treated as a withdrawal from sav-
ing, but generally would reduce (but not below zero) the amount of
“net savings” that could be deducted in a taxable year.59

Qualified savings assets would include stocks, bonds, securities,
certificates of deposits, interests in proprietorships and partner-
ships, mutual fund shares, life insurance policies, annuities, retire-
ment accounts, and bank, money market, brokerage and other simi-
lar money accounts. Qualified savings assets would not include in-
vestments in land, collectibles, or cash on hand.

Under the bill, in addition to certain itemized deductions (dis-
cussed below) each taxpayer would be entitled to two types of
standard deductions: (1) a family living allowance, and (2) a per-
sonal and dependency deduction. The family living allowance and
the personal and dependency deductions under the bill are com-
parable to the standard deductions and personal exemptions of
present law, respectively.

The bill would continue to allow deductions for qualified home
mortgage interest®® and charitable contributions. In contrast to
current law, these itemized deductions would be allowed in addi-
tion to the standard deduction, rather than in lieu of the standard
deduction. Other deductions allowable under present law generally
would be eliminated, such as itemized deductions for state and

58 This exemption may be worth less than relative to present law, because the “tax” on taxable
interest may be deferred under the savings deduction.

59 Certain types of debt would not reduce deductible “net savings” in a taxable year, including
mortgage debt on a principal residence, debt (of $25,000 or less) to purchase consumer durables,
credit card and similar debts, and $10,000 of other debts.

60The home mortgage deduction generally would be the same as under present law, except
that no deduction would be allowed for “home equity indebtedness.” Cf. Sec. 163(h)(3).
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local taxes and medical expenses. The bill would allow a new de-
duction for certain qualified educational expenses. This deduction
generally would be limited to $2,000 per eligible student per year,
and to $8,000 in total per year.

The bill would allow certain credits against the amount of tax
due. First, a foreign tax credit would be allowed in a manner simi-
lar to present law. Second, a credit generally would be allowed for
the employee share of payroll taxes paid by the taxpayer. Third, for
low-income individuals, an earned income credit similar to present
law would be allowed.

- 'The bill provides certain transition rules (e.g., pre-transition re-
covery of basis) for purposes of the individual tax. A discussion of
these rules is beyond the scope of this pamphlet.61

. Business tax

The bill would impose a subtraction-method VAT on any business
that sells or leases property or sells services in the United States.
The tax would equal 11 percent of the “gross profits” of the busi-
ness for the taxable year. “Gross profits” generally is the amount
by which the taxpayer’s taxable receipts exceed the taxpayer’s busi-
ness purchases for the taxable year. If the taxpayer’s business pur-
chases exceed its taxable receipts for the taxable year, the taxpayer
generally would be entitled to a loss carryover to future taxable
years. Employer payroll taxes paid by the business may be credited
against the business tax.

“Taxable receipts” generally mean all receipts from the sale or
lease of property, and the performance of services in the United
States. The amount treated as taxable receipts from the exchange
of property or services is the fair market value of the property or
services received, plus any cash received. Taxable receipts do not
include: (1) any excise tax, sales tax, customs duty, or other sepa-
rately stated levy imposed by the Federal, a State, or a local gov-
ernment on property or services, or (2) financial receipts, such as
interest, dividends, proceeds from the sale of stock or other owner-
ship interests.

“Business purchases” generally mean any amount paid or in-
curred to purchase property, the use of property or services for use
in a business activity in the United States other than: (1) com-
pensation paid to employees; (2) payments for use of money or cap-
ital, such as dividends or interest, (3) life insurance premiums; (4)
amounts paid for the acquisition of savings assets or financial in-
struments; and (5) amounts paid for property purchased or services
performed outside the United States (unless treated as an import).
The cost of a business purchase does not include any taxes other
than any excise tax, sales tax, customs duty, or other separately
stated levy imposed by the Federal, a State, or a local government
with respect to the property or services purchased for use in a busi-
ness activity. “Business activity” means the sale of property or
services, the leasing of property, and the development of property
or services for subsequent sale or use in producing property or

. 61Transition issues under tax restructuring proposals will be the subject of a future staff
hearing pamphlet.
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services for subsequent sale. A business activity would not include
casual or occasional sales of property.

The business tax generally is based on the destination prin-
ciple—goods and services are subject to tax in the country in which
they are used rather than in their country of origin. Under the des-
tination principle, imported goods and services are subject to tax
while exported goods and services are not.

In computing its gross profits, a taxpayer generally would be re-
quired to use an accrual method of accounting. For this purpose,
an amount would not be treated as incurred earlier than when
“economic performance” with respect to the item has occurred
(Code sec. 461(h)). Businesses presently using the cash receipts and
disbursements method, however, generally could continue to use
that method. The Secretary of Treasury also could allow certain
new businesses to use the cash method. The taxpayer’s method of
accounting could be changed only with the permission of the Sec-
retary. Special accounting rules would apply with respect to prop-
erty produced pursuant to long-term contracts.

The bill would impose the business tax on the provision of finan-
cial intermediation services. Special rules would apply to determine
the taxable amount derived from financial intermediation services.
In addition, the bill would permit the business user of financial
intermediation services to deduct as business purchases any stated
fees for such services and any implicit fees allocated and reported
to it by the financial intermediary. The bill would provide a method
(and reporting mechanism) for allocating the value of financial
intermediation services among users of the services.

Government entities would not be subject to the business tax
with respect to the following activities: (1) public utility services;
(2) mass transit services; and (3) any other activity involving an
“essential governmental function.” Any other government activity
of a type “frequently provided by business entities” would be sub-
ject to tax. The governments of possessions of the United States
would not be subject to the business tax.

The bill generally would exempt the following types of entities
from the business tax: (1) instrumentalities of the United States,
(2) organizations described in present-law section 501(c)(3)62 , (3)
certain qualified benefit plans and trusts, (4) religious and apos-
tolic organizations, (5) cemetery companies, (6) certain title and
real property holding companies, (7) cooperative hospital service or-
ganizations, and (8) cooperative educational service organizations.
These entities would be subject to the business tax only with re-
spect to their business activities that would be subject to the unre-
lated business income tax (“UBIT”) under present law. The taxable
amount for a “UBIT activity” would be determined in the same
manner as the taxable amount for any other business activity sub-
ject to the business tax.

Entities (other than those listed above) that are tax-exempt
under present law would be fully subject to the business tax on
transfers of property or furnishing of services, even if such activi-

62The bill, however, would not exempt organizations that test for public safety or foster ama-
teur sports competition. ‘
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ties are substantially related to what historically has been consid-
ered to be the exempt purposes of these organizations.

The bill would provide certain transition rules (e.g., recovery of
pre-transition basis) for purposes of the business tax. These rules
are beyond the scope of this pamphlet. :

5. A “pure” income tax

In general

Under a “pure” income tax, all income would be subject to tax
and deductions would be allowed only for expenses that are in-
curred in the production of income. Income would be recognized
when earned and deductions generally would be matched with the
accounting period in which the related income is recognized. .

A significant portion of the current U.S. tax system generally is
considered to be an “income tax.”63 Code section 61 subjects to tax
“income from whatever source derived,” except for certain items ex-
plicitly exempted or excluded by statute. However, the current Fed-
eral “income” tax has features that are consumption-based. For ex-
ample, present law excludes from income contributions to, and
earnings of, qualified retirement plans. These exclusions are fea-
tures of a consumption-based tax because of their treatment of sav-
ings.

Similarly, the current Federal income tax allows certain deduc-
tions in a manner similar to the way such deductions are allowed
under a consumption-based tax. For example, under a value-added
tax or consumption-based flat tax, businesses are allowed to ex-
pense the cost of property used in the business (such as machinery,
equipment, real property, and inventory) in the year such costs are
paid or incurred. Expensing is equivalent to excluding from tax the
expected return from the property because the cost of such property
is equal to the present value of the expected stream of income from
the property. Under a “pure” income tax, costs of property that
benefit future accounting periods are capitalized and recovered over
such periods. Under present law, certain costs are expensed in the

" period they are incurred even though such costs may benefit future
periods and would be capitalized under a “pure” income tax. Exam-
ples of such expenditures include up to $17,500 of the cost of tan-
gible personal property of small business, the cost of clean-fuel ve-
hicles and refueling property, intangible drilling costs, research
and experimental expenditures, expenditures to increase the cir-
culation of newspapers, magazines and periodicals, certain timber
expenditures, certain expenditures of farmers, costs of removing ar-
chitectural and transportation barriers to the handicapped and el-
derly, certain mining expenditures, and certain costs incurred by
free lance authors, photographers, and artists. In addition, present
law allows certain capitalized costs to be recovered more rapidly
than would be allowed under a “pure” income tax. For example,
present law allows the cost of tangible personal property to be de-
preciated using accelerated methods over periods that may be

$3In 1994, 54.34 percent of Federal receipts came from individual and corporate income taxes,
36.69 percent came from payroll taxes, 4.39 percent came from excise taxes, and 4.58 percent
came from other sources. Joint Committee on Taxation, Selected Materials Relating to the Fed-
igallg'gg Systzrir_n8 Under Present Law and Various Alternative Tax Systems (JCS-1-96), March
, , pp. 5-8.
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shorter than the useful lives of the property. Expensing or acceler-
ated cost recovery is provided under present law for certain ex-
penditures in order to simplify the tax accounting for such costs or
to provide a tax benefit or incentive for particular activities or
types of taxpayers. ‘

Certain exemptions, exclusions, deductions, special rates, and
credits are provided in the current Federal income tax largely to
promote social, economic, or intragovernmental policies, rather
than to contribute to a more accurate measure of economic income.
Examples of such items include itemized deductions for medical ex-
penses, home mortgage interest, charitable contributions, State and
local income taxes,54 and property taxes; percentage depletion in
excess of cost for natural resources; the exclusion from income for
employer-provided health insurance and other fringe benefits; the
exclusion of interest on State and local bonds; special rules applica-
ble to military personnel; parsonage allowances for clergy; the spe-
cial rate of tax on long-term capital gains; and most tax credits.
Similarly, present law denies tax deductions for certain trade or
business expenses for social policy reasons. Examples include the
denial of deductions for penalties, fines, bribes, lobbying activities,
and compensation in excess of $1 million for certain executives.

Finally, certain provisions of present law are provided for admin-
istrative convenience even though such provisions may result is in
a mismeaurement of economic income.

Several adjustments could be made to the present-law tax system
to arrive at a more “pure” income tax. The base of the income tax
could be expanded to be more comprehensive. A comprehensive in-
come base would include income from all sources, whether labor in-
come or returns to saving. Sources of income currently excluded
from tax, such as employer-provided health insurance and interest
from State and local bonds, would be included in the base. Items
currently given consumption-base treatment in the individual in-
come tax would be put on an income base. For example, contribu-
tions by an employer on behalf of an employee to a qualified retire-
ment plan and earnings on contributions would be taxed currently.
Long-term capital gains would be treated the same as ordinary in-
come. Present-law conventions that result in the deferral of income
could be repealed in order to result in a more accurate measure of
economic income. For example, under present law, capital gain on
an investment generally is recognized when the investment is sold.
Present law could be amended to require capital gains to be recog-
nized as such income accrues by marking the investment to market
on an annual basis. Such a proposal would raise administrative
and liquidity concerns.

Under a more comprehensive income tax, deductions would be al-
lowed only for expenditures that are incurred for the production of
income. Thus, most present-law itemized deductions would be re-
pealed. Deductions would be allowed to the extent necessary to ac-
curately measure annual economic income. Thus, expenditures that
benefit future accounting periods would be capitalized and recov-
ered in the appropriate period. In general, the tax base for business

64 Deductions also may be allowed for State and local income tax for income measurement pur-
poses.
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income would fnibfg_@:losély yrt_asémble the present-law corporate al-
ternative minimum tax base.
Ten percentvvt?ax_plk‘z:ﬁ v

The Treasury Department described a more comprehensive in-
come tax base in. its study of tax reform in the early 1980s.65 Por-
tions of this were enacted as part of the Tax Reform Act of 1986,
which broadened the tax-base while lowering ordinary income tax
rates. More recently, the House Minority Leader (Mr. Gephardt)
has proposed an individual income tax (the “Ten Percent Tax
Plan”) with a more comprehensive base.¢ Under the proposal, in-
terest income on State and local bonds, employer-provided fringe
benefits (primarily health insurance), and employer pension con-
tributions ‘would be subject .to tax. The foreign earned income: ex-
clusion (section 911 of the .Code), deductions for IRA and Keogh
contributions, and the deduction for self-employed health insurance
would be eliminated. The only’ itemized deduction allowed under
the plan would be the mortgage interest deduction. Deductions for
investment interest and job-related expenses would be retained.
The individual tax rates that would be applied to this expanded in-
come base would be reduced -from a range of 15 to 39.6 percent to
range of 10 to 34 percent. The special capital gains rate would be
repealed. The proposal would repeal the child care and elderly
credit while retaining the earned income and foreign tax credits.

6. Summary of treatment of various items under alternative
tax systems e et T T e S oo

The following charts generally describe the treatment of certain
common items of income and expense under various alternative tax
systems. The charts describe how taxpayers would treat these
items on their own tax return. The treatment of items under “na-
tional retail sales tax” is based upon H.R. 3039. The “value-added
tax” is based upon the Business Activities Tax of S. 2160, as intro-
duced. The “consumption-based flai tax” is based upon H.R. 2060
and S. 1050, as introduced. The “USA Tax” is-based upon:S. 722,
as introduced. The description of the “pure income tax” is based
upon a theoretical model for such a system. ERD D

Vslsll)epgggnent of the Treasury, Tax Reform for Fairness, Simplicity and Economic Growth,
ol. 1, 1984.

66 See, press release dated January 17, 1996. The Ten Percent Tax Plan has not been intro-
duced as a bill nor has statutory language for the plan been released.



7

48

Chart 1.-Treatment of Income of Individuals Under Various Tax Systems

National Value- Consumption- Nunn- Present "Pure”
Retail Added Tax | based Flat Tax | Domenici Law Income

Sales Tax (VAT) (Armey/Shelby) | USA Tax | Inc, Tax Tax
INCOME: :
Wages\Salaries WA N/A Includible Includible | Includible | Includible
Retirement N/A NA Includible when | Includible | Includible | Includible
Benefits (incl. Received when when when
inside build-up) Received Received | Earned
Social Security N/A N/A Not Includible Partially Partially Includible
Benefits : Includible | Includible
Unemployment N/A N/A Includible Includible | Includible | Includible
Compensation
Employer-paid N/A NA Not Includible Includible | Not Includible
Health Care . Includible
Dividends N/A N/A Not Includible Includible | Includible | Includible
Interest N/A N/A Not Includible Includible | Includible | Includible
Municipal N/A N/A Not Includible Not Not Includible
Interest Includible | Includible
Capital Gains N/A N/A Not Includible Includible | Includible | Includible
Business, Farm, N/A N/A Subject to Includible | Includible | Includible
Partnership, & . Business Tax
Sub S Income
Rental & N/A N/A May be subject | Includible | Includible | Includible
Royalty Income . to Business Tax
Alimony N/A N/A Not Includible Includible | Includible | Includible
Child Support N/A N/A Not Includible Includible | Not Includible

Includible
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Chart 2.—-Treatment of Deductions of Individuals Under Various Tax Systems

National Value- Consumption- Nunn- Present | Income-based
Retail Added Tax | based Flat Tax | Domenici Law Flat Tax
Sales Tax (VAT) USA Tax
DEDUCTIONS:
IRA & Savings NA NA Not Deductible | Unlimited | Ded. Not
Contributions Ded. for within Deductible
Savings limits :
Alimony N/A N/A Not Deductible | Deductible | Deductible | Deductible
Child Support N/A NA Not Deductible | Deductible | Not Ded. Deductible
Moving Expense N/A N/A Not Deductible | Not Ded. Not
Deductible | within Deductible
limits
Medical N/A N/A Not Deductible | Not Ded. Not
Deductible | within Deductible
fimits
State/Local Taxes N/A N/A Not Deductible | NotDed. | Deductible | Not Ded.
Real Estate Taxes N/A N/A Not Deductible | Not Ded. Deductible | Not Ded.
Mor"tgage Int. N/A N/A Not Deductible | Deductible | Deductible | Not Ded.
Investment Int. N/A N/A Not Deductible | Not Ded. Not
Deductible | within Deductible
limits
Charitable N/A N/A Not Deductible | Ded. Ded. Not
Contributions within within Deductible
Timits limits
Casualty Losses N/A N/A Not Deductible | Not Ded. Not
Deductible | within Deductible
limits
Employee N/A N/A Not Deductible | Not Ded. Not
Business Exp. Deductible | within Deductible
i limits
Investment Exp. N/A N/A Not Deductible | Not Ded. Not
Deductible | within Deductible
limits
Education Exp. N/A N/A Not Deductible | Deductible | Generally | Not
. w/in limits | not ded.

Deductible
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Chart 3.--Treatment of Businesses Under Various Tax Systems

National Value- Consumption- Nunn- ;.| Present "Pure"
Retail Added Tax | based Fiat Tax | Domenici | Law Inc. Income

Sales Tax (VAT) USA Tax Tax Tax
INCOME:
Gross Receipts | Retail Includible Inclu?le Includible | Includible | Includible
from Sales of Sales
Goods/Services | Only
Interest Not Incl. | Not Incl. Not Incl. Not Incl. Includible | Includible
Dividends Not Incl. } Not Incl. Not Incl. Not Incl. Partially Includible

Includible
Capital Gains Not Incl. | Not Incl. Not Incl. Not Incl. Includible | Includible
Proceeds from | Not Incl. | Includible Includible Includible | Includible | Includible
Sales of
Business Assets \
Rental & Not Incl. | Incl. if trade | Incl. if trade or incL if Includible | Includible
Royalty Income or business | business trade or
business
DEDUCTIONS:
Inventory Not Ded. | Ded. when | Ded. when Ded. when | Ded. when | Ded. when
acquired acquired acquired sold sold

Cost Recovery Not Ded. | Expensed when | Expensed when Expensed when | Deprec. Depreciate
of Property acquired acquired soquired over time | over time
Payments to Not Ded. | Deductible | Deductible Deductible | Deductible | Deductible
Indep. K'ors .
Salaries/Wages Not Ded. | Not Ded. Deductible Not Ded. Deductible | Deductible
Retire. Benefits Not Ded. | Not Ded. Deductible Not Ded. Deductible | Deductible
Employee Health | Not Ded. | Not Ded. Not Ded. Not Ded. Deductible | Deductible
Taxes NotDed. | Not Ded. Not Ded. Not Ded. Deductible | Deductible
Interest Not Ded. | Not Ded. Not Ded. Not Ded. Deductible | Deductible
Charitable Not Ded. | Not Ded. Not Ded. Not Ded. Ded. with | Deductible
Contributions limits
Advertising Not Ded. | Deductible | Deductible Deductible | Deductible | Deductible
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C. D_ata on Small Businesses

1. Classification of firms by various characteristics

Table 3 shows data from the Internal Revenue Service’s Statis-
tics of Income (“SOI”) regarding the number of tax returns filed by
different forms of business organizations from 1978 to 1993.
Throughout the period, nonfarm sole proprietorships made up the
vast majority of businesses. In 1993, they were nearly three-quar-
ters of the total; over the 16 years, they were never lower than 69
percent of the total.67 While the relative share of nonfarm sole pro-
prietorships increased after 1986, the growth rate in their numbers
did not rise from that of earlier periods and has in fact slowed in
the 1990s. The increase in the relative share of nonfarm sole pro-
prietorships is an artifact of the decline in the absolute number of
partnerships and C corporations following the Tax Reform Act of
1986. The number of each of those forms has declined in every year
since 1986. At the same time, the number of S corporations has in-
creased more than twofold. The growth in the number of S corpora-
tions was most dramatic immediately following 1986; in the past
few years, growth rates have returned to the range of pre—1986
growth rates. The number of S corporations also grew rapidly fol-
lowing the Subchapter S Revision Act of 1982.68

S7Farming sole proprietorships (returns that filed Schedule F) are not included in the time
series in Table 3 and thus are not shown in the total. In 1993, there were 2,292,908 farming
si)II’e proprietorships, exceeding the number of either C corporations, S corporations, or partner-
ships.

S8 For details on the changes in S corporation law over the 1980s, see Part I1.C. of Joint Com-
mittee on Taxation, Present Law and Proposals Relating to Subchapter S Corporations and
Home Office Deductions (JCS-16-95), May 24, 1995. .



Table 3.—Number of Different Types of Business Returns Relative to All Business Returns, 1978-1993

Year 1978 1979 1980 1981 1982 1983 1984 1985
Nonfarm sole proprietorships ......uevecesisennccecnes 8,908,289 9,343,603 9,730,019 9,584,790 10,105,516 10,708,921 11,262,390 11,928,573
C Corps ... 1,898,100 2,041,887 2,165,149 2,270,931 2,361,714 2,350,804 2,469,404 2,552,470
S Corps 478,679 514,907 545,389 541,489 564,219 648,267 701,339 724,749
Partnerships 1,234,157 1,299,593 1,379,654 1,460,502 1,514,212 1,541,539 1,643,581 1,718,603
Total 12,519,225 13,199,990 13,820,211 13,857,712 14,545,660 15,244,531 16,076,714 716,919,395
Percent of all businesses:
Nonfarm sole proprietorships ............ sansasaasnsansants 71.2 70.8 70.4 69.2 69.5 70.2 70.1 70.5
C Corps 15.2 15.5 15.7 16.4 16.2 154 154 15.1
S Corps 3.8 3.9 3.9 3.9 3.9 4.3 4.4 43
Partnerships 9.9 9.8 10.0 10.5 10.4 10.1 10.2 10.1
Annual growth rate in number of returns (percent): )
Nonfarm sole proprietorships 4.9 4.1 -15 5.4 5.9 5.2 5.9
C Corps 4.7 7.6 6.0 4.9 4.0 ~0.5 5.0 34
S Corps 11.8 7.6 5.9 -0.7 4.2 14.9 8.2 3.3
Partnerships 7.0 5.3 6.2 59 3.7 1.8 6.6 43 @

Source: Internal Revenue Service, Statistics of Income, published and unpublished data.



Table 3.—Number of Different Types of Business Returns Relative to All Business Returns, 1978-1993-

continued
Year 1986 ¢ 1987 1988 1989 1990 1991 1992 1993

Nonfarm sole Proprietorships ..ccvcecsernerssnnrens 12,393,700 13,091,132 18,679,302 14,297,558 14,782,738 15,180,722 15,495,419 15,848,119
C Corps 2,602,301 2,484,228 2,305,598 2,204,896 2,141,558 2,105,200 2,083,652 . 2,063,124
S Corps 826,214 1,127,905 1,257,191 1,422,967 1,575,092 1,896,927 1,785,371 1,901,505
Partnerships 1,702,952 1,648,035 1,654,245 1,635,164 1,558,629 1,515,345 1,484,752 1,467,567

" Total 17,625,167 18,351,300 18,806,336 19,560,585 20,052,917 20,498,194 20,849,194 21,280,315
Percent of all businesses: Co

Nonfarm sole proprietorships ........ccoeveersserssionses 70.7 718 2.4 731 73.7 4.1 743 4.5

C Corps 14.8 13.5 12.2 11.3 10.7 10.3 10.0 9.7

S Corps 4.7 6.1 6.7 7.3 7.9 83 ‘8.6 8.9

Partnerships 9.7 9.0 8.8 84 7.7 74 7.1 6.9
Annual growth rate in number of returns (percent);

Nonfarm sole proprietorships ..........coooeeersrrenns 3.9 5.6 4.5 45 - 84 ¢ 2.7 2.1 2.3

C Corps 2.0 =45 -72 —-4.4 . =29 -17 -1.0 -1.0

S Corps 14.0 36.5 115 13.2 10.7 7.7 5.2 6.5
Partnerships R, -0.6 -3.2 0.4 -1.2 =50 -25 -2.0 -1.2

Source: Internal R Service, Statistics of Income, published and unpublished data.
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While one may often associate small businesses with organiza-
tion in the form of a sole proprietorship, a partnership, or an S cor-
poration, there is not an ironclad correspondence between the size
of the business and the form of organization. While many small
businesses are arranged as a sole proprietorship, a partnership, or
an S corporation, not all businesses organized in those forms are
small and not all businesses organized as C corporations are large.
One can use SOI data on assets and gross receipts to measure the
size of businesses in order to sort out how small businesses are
arrayed across the different forms of organization.

Tables 4 through 7 display 1993 SOI data on C corporations, S
corporations, partnerships, and nonfarm sole proprietorships. For
the first three forms of organization, the tables classify all tax-
payers using that form of organization both by the size of assets
and gross receipts. For sole proprietorships, there is no tax data on
assets, so the table uses only gross receipts as a classifier. When
businesses are classified by asset size, one can see that there are
a significant number of C corporations of small size. Almost
816,000 have assets under $50,000, nearly 40 percent of the total.
For both S corporations and partnerships, slightly over one-half
have assets under $50,000. The concentration of assets differs
among the three forms. C corporations have the largest disparity
in asset holding—firms with over $100 million in assets, which rep-
resent two-thirds of one percent of C corporations, hold over 90 per-
cent of the assets in C corporations. By comparison, a similar share
of partnership returns (those with assets over $50 million) holds
just under one-half of the assets in partnerships®® and a similar
share of S corporation returns (those with assets over $10 million)
hold about one-third of S corporation assets. Charts 4 through 6
graph the data from the tables. The area between the lines show-
ing the cumulative number of returns and the cumulative amount
of total assets gives an indication of the dispersion of assets across
firms of different sizes. The greater the area, the greater the dis-
persion.

69 Nearly a third of partnerships report assets less than or equal to zero, which is much higher
than for either C corporations or S corporations. A partnership may have negative assets if, for
example, it invests in a second partnership that is leveraged and has a minimal amount of as-
sets. In such a case, the value of the second partnership is negative and equal in absolute value
to the amount of debt in excess of the assets. This negative value shows up on the balance sheet
of the first partnership as an asset with negative value. In 1993, there were 19,793 partnerships
with assets less than zero. The total amount of negative assets held by these partnerships was
$46.4 billion. In the tables in the text and in the appendix, these negative assets are disregarded
in calculating the total assets held by partnerships and the cumulative shares of total assets
held by the various asset classes.

v
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Table 4.—Distribution of C Corporatlons, 1993

All returns
Firms classified by as- Cumulative per-
sets less than Numbers of Total assets cent

_ returns (millions) Re- Total

turns assets
B0 s 111,904 .................... 542 ...
$25,000 ..................... 479,095 $4,371 28.65 0.02
$50,000 .......oueen....... 224,963 8,122 39.55 0.06
$100,000 ................... 266,321 19,397 52.46 0.15
$250,000 ................... 352,469 57,171 69.54 0.43
$500,000 ................... 233,044 82,648 80.84 0.82
$1,000,000 ................ 161,340 113,859 88.66 1.36
$10 000,000 .............. 186,711 502,478 97.71 3.76
$50,000,000 26,881 607,653 99.01 6.66
$100,000,000 ............ 7,275 516,322 99.36 9.13
Over $100,000,000 13,121 19,033,550 100.00 100 00

Total .............. 2,063,124 $20,945,570 ............
All returns
- lassified b Culnllmulat';;ive
gro;;l:'l:czl?)stss less than - " Number of Gross re- croen
returns cel igsng)ml- Re- Gross
re-

turns ceipts
B0 e 253,079 ..., 12.27 .........
$2,500 .....oooeveernnnn. 47,130 $53 14.55 0.00
$5,000 ......coveeennnn.n. 26,609 96 15.84 0.00
$10,000 .....coneennin. 49,368 361 18.23 0.01
$25,000 ....coueeen....... 106,691 1,813 23.41 0.03
$50,000 ..................... 125,773 4,670 29.50 0.08
$100,000 ................... 181,379 13,384 38.29 0.23
$250,000 ................... 329,867 55,152 54.28 0.85
$500,000 ................... 293,182 105,101 68.49 2.03
$1,000,000 ................ 247,057 176,297 80.47 4.01
$10 000 000 .............. 351,551 987,687 97.51 15.11
$50,000,000 .............. 39,757 805,464 99.43 24.16
Over $50,000,000 ..... 11,682 6,747,529 100 00 100 00
Total .............. 2,063,124 $8,897,606 ceeercriens  vvesseenees

Source: JCT calculations from Statistics of Income data.
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Table 5.—Distribution of S Corporations, 1993

Firms classified by as-

All returns

Cumulative per-

sets less than Number of Total assets cent

returns (millions) Re- Total

turns assets
BO e 127,428  .ooveeerrinnnnens 6.70 .eeeenns
$25,000 ...ocoeveiniiannnns 598,917 $5,350 38.20 0.61
$50,000 ....cevriirnnnnnnens 237,537 8,580 50.69 1.60
$100,000 ....cevvvennnnns 241,809 17,367 63.41 3.60
$250,000 ...ocoeeriiiinnnnns 282,800 45,493 78.28 8.82
$500,000 ...cocceennrrnenn. 161,200 56,945 86.76 15.37
$1,000,000 ................ 107,937 76,098 92.43 24.11
$10, 000 000 ...covceennns 132,507 359,879 99.40 65.46
$50,000,000 .............. 10,381 193,771 99.95 87.73
$100,000,000 ............ 694 46,636 99.98 93.09
Over $100,000,000 ... 295 60,180 100.00 100. 00
Total ...ccccevveeee 1,901,505 $87 0,299 it e

All returns
Fi lassified b Cumulati:e per-
groslgl;'l:c(éia;)stssl llgss tlsl’an Number of Gross re-l_ e

returns e l:;)sng)m Re- Gross

turns c:i(:;ts
BO i 300,406 ....ccooeeieennnn. 15.80 ............
$2,500 ..oceeoreiiiniieinnes 48,784 $56 18.36 0.00
$5,000 ...ccovernieiiinnnens 32,815 122 20.09 0.01
$10,000 .....covvnniiinnns 51,408 376 22.79 0.03
$25,000 ...coccvriiiiiannnne 110,622 1,887 28.61 0.12
$50,000 ...ccveeveneriennns 120,124 4,402 34.93 0.35
$100,000 ...ceeeeeveinnnnes 204,134 14,676 45.66 1.09
$250,000 ....oveeiirnnneen 333,978 55,233 63.23 3.90
$500,000 ....ccocevennnnnn 245,022 87,528 76.11 8.35
$1,000,000 .......ccnee 188,280 133,669 86.01 15.14
$10,000,000 .............. 231,733 633,469 98.20 47.33
$50,000,000 .............. 30,213 607,085 99.79 78.18
Over $50,000,000 ..... 3,986 429,433 100.00 100.00
Total ...ccceerreeee 1,901,505 $1,967,936 ..ccocecee eiennnins

Source: JCT calculations from IRS Statistics of Income data.
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Table 6.—Distribution of Partnerships, 1993

Firms classified by as-

All returns

Cumulative per-
cent

sets less than Number of Total assets

returns (millions) Re- Total

turns assets
BO s 463,648 .........uee.e. 3159 ...
$25,000 ....cceeveunenen... 186,147 $1,723 4428 0.08
$50,000 .......oeeneeann.. 87,541 3,286 50.24 0.23
$100,000 . 106,948 7,840 57.53 0.60
$250,000 .......oueen.en..n 180,385 29,342 69.82 1.96
$500,000 ................... 129,838 46,129 78.67 4.10
$1,000,000 ................ 112,470 79,830 86.33 7.80
$10,000,000 .............. 173,764 502,065 98.17 31.10
$50,000,000 .............. 21,633 435,752 99.65 51.32
$100,000,000 ............ 2,753 190, 950 99.83 60.18
Over $100,000,000 ... 2,439 858,194 100.00 100.G0
Total .............. 1,467,567 $2,155,112 ..occoocovr e,

All returns
- Jassified b Cumulati\tre per-
i
ym?::czlpt:l less tl{an Number of cgrotzs(;fi.l- cen

returns ﬁons) Re- G:g_ss

turns ceipts
O s 905,377 ..o 6169 ...
$2,500 ..oooreeieeeeannnn 41,118 $42 64.49 0.01
$5,000 ....c.ovneeeeeene.n. 22,872 83 66.05 0.02
$10,000 .......ooeeeenee.... 29,656 212 68.07 0.06
$25,000 .......cocoeenee.... 59,758 1,003 72.15 0.24
$50,000 .....c.ooenee.en.... 62,939 2,321 76.43 0.64
$100,000 ................... 79,227 5,825 81.83 1.67
$250,000 ................... 108,622 17,551 89.23 4.76
$500,000 ................... 63,324 22,334 93.55 8.70
$1,000,000 ................ 41,975 29,689 9641 13.92
$10 000 000 .............. 46,225 120,675 99.56 35.18
$50,000,000 .............. 5,148 106,629 99.91 53.96
Over $50,000,000 ..... 1,326 261,427 100.00 100.00
Total .............. 1,467,567 $567,790 ...oooveevee e,

Source: JCT calculations from IRS Statistics of Income data.
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Table 7.—Distribution of Nonfarm Sole Proprietorships,
1993

All returns

Cumulative per-

Firms classified b cent
gross receipts less tgan Number of Qr(:;s(re:l
returns celﬁ onsl)m " Re- Gross
re-

‘ turns ceipts
BO e 607,575 .oveerriveeane 3.83 et
$2,500 .ooeeerieieeenen. 3,771,760 $4,427 27.63 0.59
$5,000 ..eeveierrreennen. 1,772,152 6,377 38.81 1.44
$10,000 ......ccevveeennenn. 2,124,247 15,250 52.22 3.46
$25,000 ...oeeeerereennen. 2,829,930 45,880 70.07 9.56
$50,000 ....ooeevrvveennnen. 1,791,925 63,160 81.38 17.95
$100,000 ................... 1,313,600 92,340 89.67 30.21
$250,000 .......eeeveenen. 1,068,842 163,531 96.41 51.94
$500,000 ........cooeeeenuee. 364,308 124,304 98.71 68.45
$1,000,000 ................ 135,894 92,005 99.57 80.67
$10,000,000 .............. 67,904 126,222 100.00 97.44
$50,000,000 .............. . 707 14,888 100.00 99.42
Over $50,000,000 ..... 38 4,366 100.00 100.00
Total .............. 15,848,883 $752,751  ovvevrees eerrrrrenes

Source: JCT calculations from IRS Statistics of Income data.
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When businesses are classified by gross receipts, a picture
emerges that is similar to that seen in the asset data. There are
a substantial number of quite small C corporations (almost 483,000
with gross receipts less than $25,000—23 percent of the number of
C corporations). But across the other forms of organization there
are higher percentages of businesses with small amounts of gross
receipts. For nonfarm sole proprietorships, 70 percent have gross
receipts under $25,000, while for partnerships there are 72 percent
and for S corporations there are 29 percent. Over three-fifths of
partnerships report no gross receipts, while for nonfarm sole pro-
prietorships, that fraction is under four percent. As with assets, the
dispersion of gross receipts across the classifications is more
skewed for C corporations and partnerships than for S corpora-
tions. Nonfarm sole proprietorships are similar to S corporations in
this regard. C corporations with over $50 million in gross receipts,
which represent just over one-half of one percent of C corporations,
collect over three-quarters of gross receipts of C corporations. A
similar share of partnership returns (those with over $10 million
in gross receipts) collect almost 65 percent of gross receipts of part-
nerships. The comparable fraction of S corporation returns (those
with gross receipts over $50 million) collect about one-quarter of S
corporation gross receipts, while nonfarm sole proprietorships with
gross receipts over $1 million collect only about one-fifth of non-
farm sole proprietorship gross receipts. Charts 7 through 9 graph
the data from the tables.

g
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The appendix tables show the same information on assets and
gross receipts for C corporations, S corporations, and partnerships
when the businesses are grouped by their primary industrial cat-
egories. One can note that among C corporations and partnerships,
there are relatively more small firms among the agriculture, con-

struction, and services categories. For partnerships, manufacturing.

firms tend to be larger. For S corporations, the distribution of firms
within different industrial categories is not much different from the
distribution of S corporations as a whole.

An alternative way of characterizing business size is by the num-
ber of employees. Information about a firm’s number of employees
is not available from tax data, but it is available through data col-
lected by the Small Business Administration (“SBA”). The SBA de-
fines a firm as a small business if it employs fewer than 500 em-
ployees. Tables 8 and 9 below present data comparable to Tables
4 through 7 using data compiled by the SBA from surveys in 1991
by the Bureau of the Census. The SBA estimates that in 1991
there were approximately 5.1 million firms in the United States
employing 92.3 million persons.’”® The SBA estimates that more
than 99 percent of the firms are small businesses and that these
small businesses employ 53 percent of the individuals employed in
the private sector. Thus, oppositely, a relatively small number of
businesses (the large businesses) employ a large percentage of the
private sector workforce. This finding is consistent with the data
reported in Tables 4 through 7 that show that a large percentage
of assets are held (gross receipts are received) by a relatively small
. number of businesses characterized by a high level of gross assets
(gross receipts). ’

The majority of small businesses and the majority of small busi-
ness employment are in the wholesale or retail trade or services
sectors. In 1991, these sectors accounted for 68 percent of the small
businesses in the United States and 66 percent of the small busi-
ness employment. Table 8 below presents the percentage distribu-
tion of small business firms and the percentage distribution of
small business employment across various sectors of the United
States’s economy for 1991. Table 9 reports within each sector the
tEerceqtage distribution of firms and employment distributed by

irm size.

70The U.S. Small Business Administration, “The Annual Report on Small Business and Com-
petition,” in The State of Small Business: A Report of the President, 1994, p. 164, Note that the
SBA data identify as firms only those businesses with at least one employee. Thus the figure
of 5.1 million firms in 1991 is not directly comparable to the listing in Table 3 (20.5 million

firms in 1991), which includes firms (especially sole proprietorships) that file tax returns but

may have no employees.

(¥
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Table 8.—Percentage Distribution of Small Business Firms

and Employment by Sector, 1991

Percent of all
small business
firms

Percent of all
small business
employees

Agriculture, forestry and fishing

Mining ...ccocccenrinnninrenneerneiennns

Construction ......cccccvvvvvcivnnenne

Manufacturing

Transportation, communication
and public utilities ..................

Wholesale and retail trade ........

Finance, insurance, and real es-

-

DN

o
CPXE 0w DO

mmw,&m Lo

¢ -

GO
.°L.°‘.°‘ Cw PO
SO N =D

Source: U.S. Small Business Administration, “The Annual Report on Small
Business and Competition,” in The State of Small Business: A Report of the Presi-

dent, 1994, Table A.4.
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Table 9.—Percentage Distribution of Number of Firms and
Employment by Size of Firm, 1991

Firms employing (percentage)-—

Sector
<100- Number of
<500 <20 <20-99 499 firms

500 or more

Agriculture, forestry,

and fishing:
# firms ..occeveeceenenns 999 95.3 4.1 04 0.1 91,743
#femployees ............. 89.5 56.9 23.7 8.8 10.5 545,156
Mining:
# irms ...coovvvecccnnens 983 83.3 12.2 2.8 1.7 24,285
#employees ............. 411 124 15.3 134 58.9 716,425
Construction:
# firms ..... w999 925 6.7 6.8 0.1 582,344
#employees ............ 87.6 43.7 30.4 13.5 124 4,680,166
Manufacturing:
# irms ..ocoeoevvivinnns 98.6 73.6 20.0 5.0 14 322,018
#employees ............. 376 7.2 144 1.6 62.4 18,390,674
Transportation, commu-
nication and public
utilities:
# firms ...ocovievenncennns 99.1 86.7 10.5 1.9 0.9 181,524
#femployees ............. 344 117 13.0 9.7 65.6 5,590,526
Wholesale and retail
trade:
#irms ...oooeeeeeveennne 996 87.7 10.6 1.3 0.4 1,481,705
#employees ............. 57.2 233 224 115 42.8 25,852,165
Finance, insurance and
real estate:
#irms ...covveveeceenens 993 920 5.9 14 0.7 409,863
#employees ............. 427 173 134 12.1 57.3 6,862,377
Services:
# firms ..coeeeececeennen 996 91.1 7.1 14 0.4 1,962,388
#femployees ............. 59.1 237 18.2 17.2 40.9 29,623,508
ther:
# firms ..coveeecveeceecnne 100.0 99.0 1.0 0.0 0.0 29,027
#employees ............. 100.0 80.6 194 0.0 0.0 46,562
Source: U.S. Small Business Administration, “The Annual Report on Small Busi and Competition,” in

The State of Small Business: A Report of the President, 1994, Table A-4.

rer
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2. Worker misclassification and compliance

IRS audits of employment tax returns declined from over 100,000
in 1979 to about 62,000 in 1994.7% This ref;resented a decrease in
audit coverage from approximately one-half of one percent to ap-
f}gzl'ogimately two-tenths of one percent of employment tax returns
iled.

The IRS survey of 1984 emploiiment tax returns found that near-
ly 15 percent of employers misclassified employees as independent
contractors.”2 According to the IRS, the section 530 safe harbor
protected 2 two percent of misclassified employees from being re-
classified as employees. Of those returns using the section 530 safe
harbor protections, nearly half relied on the prior audit provision.
The General Accounting Office (“GAO”) has reported that from
1988 through 1994 the IRS completed 11,380 employment tax au-
dits. These audits resulted in proposed tax assessments of $751
million and reclassification of 483,000 workers as employees.?3

The IRS survey also found that when employers classified work-
ers as employees, more than 99 percent of wage and salary income
was reported. However, when workers were misclassified as inde-
pendent contractors, 77 percent of income was reported when a
Form 1099 was filed, and only 29 percent of income was reported
when no Form 1099 was filed. ,

71Internal Revenue Service, “1993-1994 Data Book.”

72 Internal Revenue Service, “Strategic Initiative on Withholding Noncompliance (SVC-1) Em-
ployer Survey Report of Findings,” June 1989. ) ) )

73General Accounting Office, “Tax Administration Issues Involving Worker Classification,”
Statement of Natwar M. Gandhi, Associate Director, Tax Policy and Administration Issues, Gen-
eral Government Division, August 2, 1995 (GAO/T-GGD-95-224). )
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D. Analysis of Impact on Small Businesses
1. Choice of entity and capital structure considerations

Overview

Under present law,7 the choice of entity to conduct business ac-
tivities affects the tax treatment of the entity as well as its inves-
tors. Some entities (“pass-through” entities) involve one level of tax
at the owner level. Other entities (“C” corporations) involve tax at
the entity and the owner level. Proposals to reduce or eliminate
this dual-level tax are often referred to as corporate integration
proposals; that is, proposals to integrate the corporate and investor
level tax to produce at most one level of tax.”s

The tax treatment of the entity and its investors can interact
with the choice of capital structure (e.g., whether to raise funds as
debt or equity), because debt and equity investments have different
tax results for different types of entities and different investors in
those entities. The form of an instrument is not necessarily control-
ling in determining whether an instrument will be respected for
tax purposes as debt or equity; but taxpayers have considerable
latitude in structuring the terms of an instrument to obtain the de-
sired treatment.

The tax treatment of an entity can also create incentives in
structuring the business operations or characterization of payments
to shareholders. For example, in the case of a C corporation, divi-
dends are not deductible, but payments to shareholders who en-
gage in certain transactions with the entity (e.g., providing services
for compensation, or leasing property for rents) may be deductible
if not in excess of reasonable payments.

Present law provides certain limited incentives to investors in
small business, such as special treatment of certain capital gains,
favorable treatment of certain losses, and opportunities for certain
tax-exempt bond financing. ' ’

Consumption tax

Under the various consumption tax proposals, businesses are
subject to tax in the same manner regardless of form. Thus, consid-
erations of choice of entity are potentially eliminated. Similarly,
debt and equity investments are treated in the same manner under
the particular proposals presented, as are dividends and capital
gains; thus considerations of capital structure are also reduced or
eliminated. The various consumption tax proposals thus achieve a
form of “corporate integration.”

Wages may be taxed at the individual level, while returns on
debt or equity are not. However, this does not create an incentive
to structure cash withdrawals from the business by owner-employ-
ees as dividends rather than wages so long as the business is per-
mitted to deduct wages but not dividends and the tax rates on the
business and the individual are the same. Even if the business is
not permitted to deduct wages so long as wages are treated in the

74For a more comprehensive discussion of present law, see “Choice of entity and capital struc-
ture considerations” under Part II, A., “Present Law and Background,” supra.

75See, e.g., Department of the Treasury, Integration of the Individual and Corporate Tax Sys-
tems, January 1992, :
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same manner as other payments, both to the business and to the
recipient, there is no special incentive to structure payments as
wages, dividends, interest, or other particular items. B

Similarly, rents may be taxed to the recipient and deducted by
the payor, while interest may be excluded by the recipient and not
deducted by the payor. Again, so long as the tax rates on the payor
and the recipient are the same, there should not be an incentive
to restructure interest as rent or vice versa. o -

To the extent there are significant variations in the tax rates of
a payor and a payee, (through various rate brackets or through sig-
nificant exemptions or exempt entities) different treatments of
rents and interest (or of wages dividends, or other payments) could
still provide an incentive to restructure or recharacterize amounts
to reduce the total tax payable.

“Pure” income tax

How the choice of entity and capital structure considerations
under present law would be affected by a change to a “pure” in-
come tax would depend upon the structure of such a tax. For exam-
ple, in theory such a tax might contain elements of “corporate inte-
gration” that would reduce the disparity in tax treatment of dif-
ferent entities. Reducing the disparities in tax effects of debt, eq-
uity, and other payments also might be part of such a tax. As in
the case of consumption taxes, to the extent there are significant
variations in the tax rates of a payor and a payee (whether as a
result of various rate brackets or through significant exemptions or
the presence of exempt entities that are not taxed), there still may
be incentives to restructure or recharacterize amounts in order to
reduce the total tax payable.

Certain aspects suggested for such a tax, if implemented sepa-
rately, could have more particular effects. If “mark-to-market” as-
pects of such a tax were adopted, the ability to defer tax (or obtain
a basis-step-up at death, eliminating income tax) would be re-
stricted. At the same time, if the approach were also applied to
losses, i)resent~law disparities between treatment of capital and or-
dinary losses might be reduced. Any such approach would be sub-
ject to administrative considerations—for example, issues of valu-
ing property that is not publicly traded.

A “pure” income tax might eliminate preferential rates for capital
gains as compared with dividend income on the theory that all in-
come should be taxed in as nearly similar a manner as possible.
This might reduce some incentives under present law for a C cor-
poration to retain earnings or to distribute them in the form of
share repurchases rather than dividends. Some shareholders with
significant basis in their stock and who are not eligible for any
dividends received deduction might still prefer capital gains to divi-
dends because of the ability to recover basis before tax is imposed
on a capital gains distribution.

Special rules benefitting small businesS"iriveqtors

Both a consumption tax and a “pure” income tax would eliminate
the special benefits afforded to certain small business investors
under present law. The consumption tax would do this by affording
equal tax-exempt treatment to returns and losses on all invest-
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ments. The “pure” income tax would do this by taxing all returns
(and losses) on all investments in the same manner. Thus, any rel-
ative advantage these particular present law provisions may offer
to small business would be eliminated under either approach.

2. Expensing of capital costs

Overview

The expensing provision of section 179 of present law generally
is considered to be a tax benefit provided to small businesses.”®
Specifically, the present-law section 179 expensing allowance pro-
vides an incentive for small businesses to invest in tangible per-
sonal property. However, any tax incentive may have unintended
effects. For example, it may: (1) reward investments that may have
occurred in any event; (2) encourage “churning” by selling off non-
qualified property and using the proceeds to acquire qualified prop-
erty, without a resulting increase in net investment; or (3) be over-
utilized and result in an over-investment in targeted property, to
the detriment of investment in other productive property. The pro-
vision of tax benefits to influence behavior generally is effective
only if the benefits can be used by the targeted taxpayers. The ef-
fectiveness of present-law section 179 may be limiteg. Expensing is
not available if the taxpayer makes a large investment (over
$200,000) in qualified equipment during the year. Thus, a rel-
atively “small” competitor in a capital-intensive business (e.g., a
steel fabricator that specializes in certain products) may not qualify
for section 179 expensing, while a large competitor in a service
business (e.g., a national law firm) may qualify. In addition, the
taxable income limitation may cause section 179 expensing to be
worthless to a business that is in the start-up stage and not gener-
ating taxable income. In fact, the limitations of present-law section
179 may operate to delay investment in qualified property over a
period of years so as to maximize annual expensing allowances
over the investment period.??

in addition, an expensing allowance provides the greatest incen-
tive for those taxpayers who are subject to the highest marginal in-
come tax rate. It is unclear whether the extent to which small busi-
nesses are within such group.

For these reasons, some believe that incentives to influence be-
havior are better accomplished through direct expenditures than
through the Internal Revenue Code.

The present-law section 179 expensing allowance also is viewed
as ‘a simplification measure for small businesses because annual
depreciation calculations and records become unnecessary for ex-
pensed property. However;, this simplification goal is fully achieved
only if the amount of the taxpayer’s qualified investment for the

76 Section 179 was enacted as part of the Technical Amendments Act of 1958, which added
other tax provisions targeting toward benefitting small businesses, including treating losses on
certain small business stock as ordinary rather than capital losses; extending the carryover pe-
riod for net operating losses; instituting subchapter S; increasing the minimum accumulated
earnings credit (since repealed); and eroviding an extension of time from payment of estate tax
attributable to investments in ciosely eld enterprises.

77 For example, assume that a taxpayer wishes to invest in $400,000 of qualified property. If
the taxpayer makes the entire investment in Year 1, no expensing is allowed under section 179
because of the $200,000 phase-out. However, if the taxpayer evenly spreads the investment over
Years 1 and 2, full expensing is allowed for both years, subject to the income limitation.



73

taxable year does not exceed the $17,500 limitation. Otherwise, the
taxpayer must identify, and properly account for, property to which
the expensing allowance applies and property to which it does not.

Expensing under consumption taxes

Those consumption taxes that provide a business-level tax on all
businesses (i.e, VATs and those taxes such as the consumption-
based flat tax and the USA Tax that have VATs as a component)
allow expensing for the cost of all property and services acquired
by the taxpayer. Thus, these taxes expand present-law section 179
to include all types of investment without limitation. Unlike
present law, such treatment is provided in order to create a con-
sumption base for the applicable tax, rather than to provide tax in-
centives or administrative simplification under an income tax. As
discussed above, the difference between an income tax and a con-
sumption tax is that under the former, returns to savings are sub-
" ject to tax; under a consumption tax, returns to saving are not
taxed. Investment by a business in income-producing property,
such as machinery and equipment, is a form of saving. Consump-
tion tax treatment could be provided to such investment by provid-
ing a tax exemption for the income generated by the investment.
Providing such an exemption may be feasible with respect to in-
vestments that generate an identifiable stream of income, such as
interest income with respect to a bond. However, it is administra-
tively difficult to determine the stream of income allocable to the
capital investment in machinery and equipment because income
from a manufacturing or similar process is attributable to not only
investment in capital, but the use of labor and entrepreneurial
skills as well. Alternatively, one could exempt capital income by
providing an expensing deduction for the cost of the property in the
year the investment is made. Expensing is equivalent to tax ex-
emption because the cost of property is equal to the present value
of the stream of income expected to be generated by the property.

Thus, enactment of a consumption tax generally would provide
expensing to all investments of all businesses and would eliminate
the relative competitive advantage small businesses enjoy under
section 179 of present law. ) ‘

Expensing under a “pure” income tax

One of the goals of a “pure” income tax is to properly measure
economic income so as not to distort investment decisions. In order
to more properly- measure economic income, the cost of property
that has a useful life longer than one year should be recovered over
such useful life. The election to expense the cost of long-lived prop-
erty under section 179 of present law is a departure from this goal.
Thus, the section 179 expensing allowance would be repealed under
a “pure” income tax. Such repeal would increase the compliance
burdens of small businesses that would have to maintain deprecia-
tion records for their investments in tangible personal property.

23-902 964
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3. Tax accounting methods

Overview

Small businesses generally are provided exceptions from nor-
mative tax accounting rules in order to alleviate their record-
keeping burdens. In most instances, these simplified methods also
reduce the tax liability of the qualified small business. Thus, the
simplified methods of present law serve the dual purpose of easing
the administrative burdens of, and providing a tax subsidy to,
small businesses.

Tax accounting methods under consumption taxes

The perceived difficulty of some of the tax accounting methods
from which small businesses are granted exceptions are a result of
the need to measure income under the present-law income tax.
These methods generally attempt to match income and expense by
requiring capitalization of costs that benefit future periods and pro-
viding when and how these capitalized costs are taken into ac-
count. As discussed above, the enactment of a consumption tax gen-
erally would provide expensing for all business expenditures and
would repeal the capitalization and inventory accounting rules of
present law.

Fewer tax accounting rules are needed under a consumption tax.
For example, rules regarding capitalization, inventory flows, depre-
ciation, and other cost recovery would no longer be required. Rules
would be needed in order to determine the proper period when
items of gross income and expense should be taken into account.
Essentially, these rules would require taxpayers to be placed on ei-
ther an accrual or cash method. Indeed, some of the consumption
taxes introduced to date provide for a choice of overall accounting
methods.?8

In addition, because consumption taxes generally do not allow
deductions for interest expense or subject interest income to tax,
rules may be needed to distinguish disguised interest in the case
of prepayments and deferred payments. As an example, assume
that an individual consumer acquires a used automobile from a
dealer who offers to finance the transaction. Under the financing
arrangement, the consumer is to pay the dealer $1,000 a year for
five years. Further assume that a consumption tax applies to the
transaction such that the dealer is subject to tax on the principal,
but not the interest, portions of the installment payments. In this
case, the dealer would have an incentive to characterize a signifi-
cant portion of each $1,000 payment as tax-exempt interest rather
than taxable principal. The consumer would be indifferent to the
characterization because he or she can deduct neither principal nor
interest.”? Rules designed to address disguised interest may entail
complexity at least equal to that of the current income tax. For ex-
ample, under present law, Code sections 1271 through 1288 at-

~78The USA Tax (S. 722) generally requires the use of an accrual method of accounting, but
allows the use of the cash method: (1) where the taxpayer is currently using such method or
(2) where allowed by the Secretary of the Treasury. The National Retail Sales Tax (H.R. 3039)
allows taxpayers to choose between the cash and an accrual method.

79The issues presented by grepayments and deferred payments are less significant if both
parties to a transaction are subject to the same tax rate and use the same accounting methods.
In such instances, possibility of “tax arbitrage” is diminished or extinguished.
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tempt to characterize, and provide proper treatment for, discount
on debt obligations as interest. These rules have been criticized as
among the most complex in the Code.

As another example, property can be transferred from one tax-
payer to another in a transaction under which the user of the prop-
erty pays for such use over time. These transactions can be charac-
terized as leases or as installment sales, depending on the terms
and substance of the underlying transactions. Under present law,
characterization as a lease results in different tax treatment than
does characterization as an installment sale. Specifically, if the
transactions is treated as a sale, the provider of the property gen-
erally recognizes gain on the date of sale and includes interest in-
come over the term of payments; the user of the property depre-
ciates the cost of the property over its recovery periodp and claims
interest expense over the term of the payments. If the transaction
is treated as a lease, the provider of the property generally includes
the payments in income as received and claims depreciation deduc-
tions for the cost of the property; the user of the property deducts
its payments as rent over the lease term. As a result of these po-
tentially differing treatments, the proper characterization of these
and similar transactions is often the subject of controversy between
taxpayers and the IRS under current law. Similarly, under the pro-
posed consumption taxes, leases and installment sales may provide
different tax treatments to both users and providers of property.
Specifically, if the transaction is treated as a sale, the provider of
the property generally includes in income the principal, but not the
interest portion of the payments; user of the property expenses the
cost of the property when acquired. If the transaction is treated as
a lease, the provider of the property generally expenses the cost of
the property and includes the payments in income as received; the
user of the property deducts its payments as rent over the lease
term. Because of these potentially differing tax treatments, unless
the new tax system provides clear rules to characterize these trans-
actions, disputes similar to those of present law may arise.

The substitution of new, potentially complex tax accounting rules
in a consumption tax for old, potentially complex tax accounting
rules under the income tax may not ease the compliance burden of
taxpayers. In such case, consideration should be given to providing
simplifying rules for small businesses. In any event, the enactment
of any new tax system, no matter how simple, brings with it a de-
gree of complexity for those accustomed to the old system.80

Tax accounting methods under a “pure” income tax

One of the goals of a “pure” income tax is to properly measure
economic income so as not to distort investment decisions. Present
law provides various tax accounting rules that attempt to reach
this income measurement. Many of these provision were enacted as
parts of the Tax Reform Act of 1986, which broadened the income
tax base and lowered income tax rates. Small businesses often are
exempted from these rules in order to lessen their administrative
burdens and provide the businesses with a tax benefit. To the ex-

80The compliance aspects of taxpayers, including small businesses, under present law and al-
ternative tax systems will be analyzed with respect to a planned future hearing on tax restruc-
turing proposals.
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tent a “pure” income tax further expands the tax base, consider-
ation should be given as to whether the small business exemptions
primarily provide administrative convenience (and hence should be
retained) or provide tax benefits (and hence should be repealed).

4. Worker classification

Overview

One of the most significant issues that arises with respect to
misclassification of workers is the effect on Federal budget receipts.

Revenue loss can occur when workers are misclassified as self em-

ployed if such workers are treated more favorably for tax purposes
than are employees. Another possible source of revenue loss is if
there are lower compliance rates with respect to self-employed indi-
viduals and service recipients compared to the compliance rates of
employees and their employers. These issues arise under present
law, and may also arise under various proposals to restructure the
Federal income tax. :

Another issue that arises with respect to misclassification of
workers is the penalties imposed for misclassification. Many busi-
nesses argue that the present-law penalties for misclassification
are too severe, particularly in cases in which the misclassification
was inadvertent.

Consumption tax proposals

Treatment under the Federal tax system

To the extent that there are more favorable tax rules with re-
spect to self-employed individuals than there are with respect to
employees, there will be an incentive for workers to be classified
as self employed rather than employees. This incentive exists to
some extent under present law because, in some cases, self-em-
ployed individuals receive more favorable tax treatment than em-
ployees. However, under present law, in some cases (e.g., the abil-
ity to exclude certain types of employee benefits from gross in-
come), employees are treated more favorably than self-employed in-
dividuals. Thus, any revenue loss resulting from the more favorable
treatment for self-employed individuals may be at least partially
offset by other factors associated with self-employed status. The ex-
tent to which the incentive to classify workers as self employed and
any associated revenue loss is greater or less under the restructur-
ing proposals than under present law depends in part on whether
the differences in treatment between self-employed individuals and
employees are greater or less than under present law.8!

In general, the USA Tax and the consumption-based flat taxes
treat self-employed individuals in a similar manner. Such individ-
uals are treated as businesses, and the income derived from the
services provided by the individual is taxed as business income.
The compensation the individual pays himself or herself is subject
to tax as wages under the individual tax component of the propos-
als.82 As under present law, self-employed individuals are entitled

81The restructuring proposals discussed here generally do not revise the present-law defini-

tion of employee. . .
s2Under the Armey flat tax, individuals have an incentive to pay themselves compensation
at least equal to the standard deduction.

EY
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to deductions for business expenses that employees are not entitled
to take. This difference may be even greater under the proposals
than under present law. Under present law, employees who itemize
have some ability to deduct miscellaneous business expenses,
whereas under the proposals no deduction for employee business
expenses would be allowed.

Other aspects of the proposals may tend to reduce the disparity
of treatment of employees and self-employed individuals. For exam-
ple, under the proposals, employer-provided employee benefits,
such as health benefits and dependent care benefits are generally
not deductible by the employer.83 ‘

From the perspective of a business organization hiring a worker,
there is one significant feature of the business component of the
USA Tax that may provide an incentive for the business to classify
a worker as self employed rather than as an employee and may
raise compliance concerns. Under the USA Tax, businesses gen-
erally can deduct payments to independent contractors and other
self-employed individuals, but cannot deduct wages. As described
above, a worker classified as an independent contractor would be
required to file a business return. Failures by independent contrac-

tors to file returns would result in an undercollection of overall tax. .

Under the national sales tax or a VAT, individuals may prefer
to be employees because they will not be required to file returns.
On the other hand, an individual that operates a business as an
independent contractor would generally be subject to administra-
tive requirements associated with collecting the taxes.

Compliance

It is clear that under present law there is revenue loss associated
with lower compliance rates of independent contractors and service
recipients compared to the compliance rates of employees and their
employers. Tax data indicate that service recipients often fail to file
requisite Forms 1099 for payments made to independent contrac-
tors, and that independent contractors often fail to report the unre-
ported payments as income. In addition, employers must file infor-
mation reports on all wages paid to employees; the requirement
with respect to service recipients are not as comprehensive. Even
when Forms 1099 are issued, compliance is less than when workers
are classified as employees and withholding is required. Non-
compliance under alternatives to the current tax system might be
expected to be similar to noncompliance under present law.

« . Penalties for misclassification

Despite the limits under present law on the amount of penalties
that can be imposed for misclassification of workers as self em-
ployed, many businesses argue that the present-law penalties are
excessive, particularly given that misclassification is often inad-
vertent. At the extremes, it will be clear whether a worker is prop-
erly characterized as an employee or independent contractor. How-
ever, many work situations will involve the grey area in between—
some of the 20 factors may support employee status, while some in-

83The pension and employee benefit issues raised by proposals to restructure the Federal in-
come tax will be addressed in detail in a subsequent staff pamphlet.
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dicate independent contractor status. Because the determination of
proper classification is factual, reasonable people may differ as to
the correct result given a certain set of facts. Thus, even though
a taxpayer in good faith determines that a worker is an independ-
ent contractor, an IRS agent may reach a different conclusion by,
for example, weighing some of the 20 factors differently than the
taxpayer. Taxpayers wishing certainty can obtain private letter rul-
ings regarding the status of workers. However, not all taxpayers
may wish to undertake the expense of obtaining a ruling or may
not be able to wait for a ruling from the IRS. Thus, the prohibition
on issuance of general guidance by the IRS may make the likeli-
hood of such errors greater; the IRS is not permitted to publish
guidance stating which factors are more relevant than others. In
the absence of such guidance, not only may taxpayers and the IRS
differ, but different IRS agents may also reach different conclu-.
sions, resulting in inconsistent enforcement. '

One way to address any perceived unfairness in the present-law
penalty structure would be to modify the rules relating to the defi-
nition of employee to provide more clarity for employers. The pro-
posals to restructure the Federal tax Code generally do not address
this issue, but a number of other legislative proposals have been
introduced that would modify the definition of employee and pro-
vide more certainly to businesses and workers. ,

The extent to which effective penalties for misclassification of
workers are needed depends in part on the resolution of the issues
discussed above. That is, if there is little incentive to classify work-
ers as self employed for tax purposes, and there are effective com-
pliance measures to ensure that the proper amount of tax is col-
lected from such individuals, then there may be less need for strict
penalties for noncompliance.

“Pure” income tax

In general

The issues raised under a pure income tax are similar to those
raised under present law and other Federal tax restructuring pro-
posals.

Treatment under the Code

" Under a pure income tax, many of the disparities between the
treatment of employees and self-employed individuals would be re-
duced, reducing the incentive to misclassify workers. For example,
under a pure income tax, all employee benefits generally would be
includible in income both for employees and for self-employed indi-
viduals. Depending on the details of the proposal, the difference in
ability to deduct business-related expenses might be reduced. How-
ever, some limits on the ability of employees to deduct business-re-
lated expenses might be desirable from a compliance standpoint.
(See below for a further discussion of this issue.)

Compliance

Compliance issues generally would be expected to be similar
under a pure income tax as under present law and other Federal
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tax restructuring proposals, unless specific provisions are adopted
to encourage greater compliance. (See above for further discussion.)

Penalties

Issues with respect to.penalties are similar to issues under
present law and other Federal tax restructuring proposals. (See
above for further discussion.)

5. Dual use property
Overview '

Dual use property creates issues under present law because prop-
erty used for business purposes is entitled to favorable treatment
not available with respect to property used for personal purposes.
While theoretically it is possible to separate business use from per-
sonal use, in practice it may be difficult. If personal use is not
properly separated from business use, then Federal budget receipts
can be affected because taxpayers may claim deductions with re-
spect to property that is not in fact used for business purposes.
Under present law, concerns about properly identifying and treat-
ing business use have led to special rules applicable to property
that is likely to be or is actually used predominantly for personal
purposes. In this area, concerns for fairness and accuracy must
often be balanced against concerns about undue burdens on tax-
payers and government intrusiveness. Similar issues arise under
proposed alternatives to the current Federal income tax (including
both consumption and income tax alternatives).

Consumption taxes

It is necessary to separate business use of property from personal
use under the various proposed consumption taxes, because prop-
erty used for business purposes receives favorable tax treatment
not available with respect to personal property. For example, under
the consumption-based flat taxes and the business component of
the USA Tax, the cost of business property is deductible in the year
of purchase. Similarly, property purchased for resale or purchased
to produce taxable property or service would not be subject to a na-
tional sales tax. If an individual uses property, e.g., a car or a
home, both for personal and business purposes, then only the por-
tion of the cost attributable to the business use should be deduct-
ible (or excludable from the tax base, in the case of the national
sales tax).

Issues also arise with respect to property that is converted from
one type of use to another. For example, suppose an individual pur-
chases a car that is used exclusively for business purposes. Further
suppose that, three years later, the individual stops using the car
for business purposes and then sells the car. Under the consump-
tion-based flat taxes, the entire cost of the car would be deductible
in the year of purchase. Proceeds from the sale of personal property
is not treated as income, and thus the sale would not be a taxable
event. If, however, the individual had sold the car as a business
asset, the proceeds would be includible in business income. To pre-
vent avoidance of the business tax in this manner, the “conversion”
of business use property to personal property could be treated as
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a sale or exchange of the property by the business. Such treatment
is provided under other consumption taxes.

The issues raised with respect to dual use property under con-
sumption tax proposals are similar to the issues raised under
present law. Under the alternatives, there may be slightly more in-
centive for taxpayers to try to treat property as business property
because of the availability of immediate expensing, rather than de-
preciation deductions. As under present law, limiting special tax
treatment to property actually used for business purposes is nec-
essary to prevent an inappropriate reduction in Federal receipts.
Also as under present law, while in theory it is possible to distin-
guish between business use and personal use, it may be difficult to
do so in practice, both for taxpayers and tax enforcement authori-
ties. Thus, as under present law, it may be appropriate to develop
specific rules relating to types of property commonly used for dual
purposes.

“Pure” income tax

Under a pure income tax, taxpayers would be entitled to deduct
ordinary and necessary business expenses, including the expenses
related to dual-use property, to the extent the property is actually
used for business purposes. Distinguishing between personal and
business uses raises issues similar to those under present law, and,
as under present law, it may be appropriate to have specific rules
relating to types of property commonly used for dual purposes.
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II1. START-UP AND RESEARCH COMPANIES

A. Present Law and Background
1. Start-up expenditures and organizational expenditures

Start-up expenditures

Taxpayers may elect to amortize start-up expenditures over a pe-
riod of 60 months (sec. 195). Unless this election is made, such ex-
penditures are not deductible but must be capitalized and recov-
ered only upon disposition or abandonment of the business.

Start-up expenditures are any amounts paid or incurred, that
would have been currently deductible if paid or incurred in connec-
tion with the operation of an existing business, but which instead
are incurred in connection with investigating the creation or acqui-
sition of an active business, or creating the trade or business. They
also include amounts paid or incurred in connection with any activ-
ity engaged in for profit and for the production of income, before
the day on which the active trade or business begins, in anticipa-
tion of such activity becoming a trade or business. ' o

Disputes may arise under present law as to when the active con-
duct of the trade or business begins, such that expenditures no
longer need to be capitalized.84 Similarly, disputes may arise re-
garding whether an activity involves the creation or acquisition of
a new trade or business, or merely the expansion of an existing
one. In the latter case, expenditures may not be subject to the
start-up expense capitalization rules.85 ’

Organizational expenditures

A corporation or partnership may elect to amortize organiza-
tional expenditures over a 60-month period, beginning with the
month in which the corporation or partnership begins business
(secs. 248 and 709(b)(1)). If an election is not made, organizational
expenditures must be capitalized and are recovered only on the dis-
position or abandonment of the enterprise.

Organizational expenditures can include, for example, legal serv-
ices incident to the organization of the entity such as drafting the

84See, e.g., Bennett Paper Corp. & Subs v. Commissioner, 699 F.2d 450 (8th Cir, 1983), affg
78 T.C. 458 (1982) (pre-opening expenses of a newly formed coxﬁoration in a consolidated group
were not deductible when paid before carrying on business. The fact that a previously owned
subsidiary in the same group had previously engaged in a similar business was not determina-
tive); Playboy Clubs Intl, Inc. v. U.S., 76-2 USTC par. 9650 (N.D. Ili,, 1976), affd in part, va-
cated in part and remanded in part, in unpub. opin. (7th Cir. May 16, 1977) (expenses incurred
by newly formed subsidiary clubs in consolidated group before they opened were deductible since
the subsidiaries engaged in the same business as the parent; their members enjoyed reciprocal
privileges with other clubs in the consolidated group immediately, and the group reported the
membership income of the new subsidiaries in its consolidated income); Richmond Television
Corp v. United States, 345 F.2d 901 (4th Cir. 1965), vacated and remanded on other issues 382
U.S. 68 (1965) (taxpayer not entitled to deduct expenses until business begins to function as
a going concern, notwithstanding expenditures over a considerable period to enter the business).

85Compare, e.g., North Carolina Natl Bank v. United States , 684 F.2d 285 (4th Cir. 1982),
affg 78-2 USTC par. 9661 (W.D.N.C. 1978, vac’g 651 F.2d 942 (4th Cir. 1981) (expenses of ap-
plications for permission to open new branches and certain other exploratory expenses were cur-
rently deductible by a bank carrying on a trade or business); Central Texas Savings & Loan
Ass’n v. United States., 731 F.2d 1181 (5th Cir. 1984) (expenditures for market research and
obtaining permits for new branches were costs of creating a new asset and were not deductible);
Cleveland Electric Illuminating Company v. United States, 85-1 USTC Par. 9128 (7 Cls. Ct.
2)(training and advertising expenses related to new nuclear power plant were not currently de-
dilctil;le; they related to a new enterprise separate from the conventional coal-fueled power
plant).
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charter or partnership agreements; costs of necessary meetings;
and fees paid for other expenses of organization. They do not in-
clude expenditures for issuing or selling stock or partnership inter-
9;{:3. Such expenditures for raising equity capital are not deduct-
ible.

" 2. Net operating losses

Net operating losses (“NOLs”) are computed for a taxable year as
the excess of allowable deductions over gross income for that year,
with certain modifications. NOLs generally may be carried back to
the prior three taxable years and carried forward for the fifteen
taxable years succeeding the loss year (sec. 172). A taxpayer may
elect not to carry back NOLs, instead only using the carryforward
period. Carrying the NOLs back against prior taxable income al-
lows the benefit of the loss to be recognized in the current year by
obtaining a refund of prior taxes paid.86

There is a special limitation on the carryback of corporate NOLs
attributable to interest deductions attributable to certain “cor-
porate equity reduction transactions,” including certain major stock
acquisitions and certain excess distributions (sec. 172(h)(3)). Such
losses, however, may be carried forward.

The carryforward of losses is subject to special limitations if a
business experiences an “ownership change” (sec. 382). In general,
an ownership change occurs if more than 50 percent of the inter-
ests of 5 percent or greater shareholders are acquired by other such
shareholders within a three-year period. Certain preferred stock in-
terests are not counted for this purpose. If an ownership change oc-
curs, loss carryforwards from before the change are limited in the
amount that can be used in any subsequent period. The limitation
generally is the value of the ownership interests in the business at
the time of the ownership change, multiplied by a long-term tax-
exempt interest rate. The amount of losses subject to limitation is
increased by the amount of any net “built-in” losses that are attrib-
utable to periods before the ownership change and are recognized
after the change date. The purpose of the limitation generally is to
reduce incentives for acquiring or investing in a business at a price
in excess of the value of its assets, that reflects the ability of the
new owners to shelter their anticipated future income with losses
of the business that arose before their ownership, which potentially
may involve new business opportunities or capital unavailable to
the old owners.87 In some situations, these limitations could affect
companies that incurred significant tax losses in early years and
subsequently obtain new capital for stock sufficient to cause an
ownership change.

Loss companies generally may not use their losses to offset cer-
tain built-in gains of an acquired corporations that had a net un-
recognized built-in gain when acquired, if the gains are recognized
within five years after the acquisition (sec. 384). However, there
are generally no limitations on the use of losses to offset other in-
come of an acquired business.

86 Special rules apply for real estate investment trusts, which may carry loses forward but not
back. Certain specified liability losses can be carried back for 10 years.
87See, e.g., HR. Rep. No. 99426, 99th Cong, 1st séss, (December 7, 1985) at pp. 255-256.
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3. Treatment of intangible assets

Self-created intangible assets

Under present law, many expenditures by a business that may
contribute to the creation of intangible assets are currently deduct-
ible as expenses of doing business. Thus, for example, salaries of
employees, advertising, and other operating expenses generally are
currently deductible, even though these expenditures may create or
enhance the goodwill, going concern value, reputation, or customer
base of the business. Expensing generally is allowed under present
law because of the administrative difficulty of ascertaining the ex-
tent to which these expenditures contribute to the value of the in-
tangible asset.88

Expenditures for other types of intangible assets that have a de-
monstrable useful life longer than a year are generally capitalized
and amortized over the life of the asset. Examples include up-front
payments for the acquisition of leases or other contracts or rights,
or amounts spent to develop software or other intangible assets.

Purchased intangible assets

Prior to the Omnibus Budget Reconciliation Act of 1993 (the
“1993 Act”), amounts expended to purchase intangible assets were
generally capitalized and, if the asset had a useful life that could
be determined with reasonable accuracy, amortized over that use-
ful life. When intangible assets were acquired as part of the acqui-
sition of a trade or business, issues frequently arose regarding the
allocation of purchase price among various assets, and regarding

whether particular assets had a useful life determinable with rea-

sonable accuracy. It was generally accepted that certain assets
(e.g., stock) did not have a determinable useful life, while other as-
sets (e.g., computer software) might have a relatively short useful
life (the IRS issued a revenue procedure permitting the write-off of
software generally over5 years or such shorter life as the taxpayer
could demonstrate). Numerous disputes arose, however, over the
proper treatment of customer lists and supplier-based intangibles.
Treasury Regulations provided that no deduction was permitted for
goodwill or going concern value. The U.S. Supreme Court held that
a taxpayer able to prove that a particular asset can be valued, and
that the asset has a limited useful life which can be ascertained
with reasonable accuracy, may depreciate the value over the useful
life regardless of how much the asset appears to reflect the expect-
ancy of continued patronage. However, the Supreme Court charac-
terized the taxpayer’s burden as “substantial” and stated that it
“often will prove too great to bear.” Newark Morning Ledger Co. v.
United States, 113 S.Ct. 1670 (1993). '

The 1993 Act provided special treatment under section 197 for
most purchased intangible assets, requiring amortization of all
such assets on a straight line method over a statutory 15 year pe-
riod. The reason for this treatment was to simplify the determina-
tion of allocation and of useful life by providing the same amortiza-
tion for a wide range of assets. This treatment applies generally to
goodwill and going concern value, workforce, information base,

88For a further discussion of this difficulty, see the descripﬁon of sect‘ion’174 below.
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know-how, customer-based intangibles, supplier based intangibles,
and other similar items. It also applies to licenses, permits and
other rights granted by governmental units, covenants not to com-
pete and other similar arrangements, franchises, trademarks, and
trade names. Certain items are excepted from this treatment if
they are not acquired in connection with the acquisition of assets
constituting a trade or business, and certain other items are ex-
cepted even in the case of a business acquisition. Excepted items
include certain computer software (for which a three-year life is
provided); interests in a corporation, partnership, trust or estate;
interests in land; interests under certain financial contracts; cer-
tain interests in films, sound recordings, video tapes, books, or
other similar property; certain interests in patents or copyrights;
certain rights to receive tangible property or services; interests
under leases of tangible property; interests under indebtedness;
professional sports franchises; and certain transactions costs in
transactions in which gain or loss is not recognized under the tax-
free reorganization or certain other tax-free transaction rules of the
Code. Moreover, the 1993 Act provision does not apply to intangible
assets that are created by the taxpayer and the provision generally
does not require costs that were expensed and deducted by tax-
payer to be capitalized and amortized (except in the case of certain
covenants-not-to-compete).

4. Section 174 expensing of research or experimental ex-
penditures

In 1954, Congress enacted section 174, specifically addressing for
the first time in the Code the treatment of research expenses. The
objective underlying section 174 was both to reduce uncertainties
regarding the timing for claiming research expense deductions and
to encourage investment in research.89 . :

Section 174 provides taxpayers with two methods for deducting
“research or experimental expenditures” incurred in connection
with a trade or business. Taxpayers may choose either to deduct
such research or experimental expenditures currently in the tax-
. able year in which such expenses are paid or incurred (sec. 174(a)),
or, alternatively, taxpayers may choose to treat such expenditures
as deferred expenses, amortizable over a period of not less than 60
months (sec. 174(b)).9° If a taxpayer elects to deduct currently re-

89 Prior to 1954, there was considerable controvérsy regarding the proper treatment of re-
search expenses for tax gurposes. Court decisions generally had recﬂlired capitalization of re-
search expenses, while the IRS, as a matter of Yractice, generally had allowed businesses to
adopt a policy of deducting such expenses currently. See generally M. McConaghy and R. Ruge,
“Congressional Intent, Long-standing Authorities Support Broad Reading of Section 174,” Tax
Notes, February 1, 1993, at 639-653; D. Hudson, “The Tax Concept of Research or Experimen-
tation,” 45 Tax Lawyer 85-121 (1993). Current losses generally were permitted where amounts.
had been capitalized in connection with abandoned projects; but recovery through amortization
was supposed to be the norm where the research expenses were viewed as capital in nature and
an identifiable asset with a determinable useful life resulted from the research, as in the case
of a patent. One particular problem was attempting to determine whether costs associated with
unsuccessful research should be deducted immediately or allocated to other on-going research
projects with varying degrees of success. Id.

90 This second alternative under section 174(b) of treating research expenses as deferred ex-
penses (deducted ratably over a period of not less than 60 months beginning with the month
in which the taxpayer first realizes benefits from the expenditures) applies onfy if the property
resulting from the research expenses has no determinable useful life. If the property resulting
from the expenses has a determinable useful life, the section 174(b) alternative is not applicable,
and the capitalized expenditures must be amortized or depreciated over the determinable useful
life (sec. 174(b)(1)XC) and Treas. Reg. sec. 1.174-4).



85

search or experimental expenditures under section 174(a), then
that method (1 e., expensing) must be used for all such expendl-
tures incurred in the taxable year and all subsequent years, unless
the consent of the Commissioner of IRS is obtained to use the de-
ferred-expense method under section 174(b) for one or more par-
ticular projects.9! Section 174 applies not only to costs incurred by
a taxpayer for research or experimentation undertaken directly by
the taxpayer but also to expenditures paid or incurred for research
or experimentation conducted on behalf of the taxpayer by another
person or organization (such as a research institute). Expenditures
are deductible under section 174 only to the extent they are reason-

.able under the circumstances (sec. 174(e)).92

The Code itself does not contam a specific definition of “research
or experimental expenditures.” In this regard, however, Treasury
Regulatlons section 1.174-2(a) provides:

" The term research or experimental expendltures as
used in section 174, means expenditures incurred in con-
nection with the taxpayer’s trade or business which rep-
resent research and development costs in the experimental
or laboratory sense. The term generally includes all such
costs incident to the development or improvement of a
product. The term includes the costs of obtaining a patent,
such as attorneys’ fees expended in making and perfecting
a patent application. Expenditures represent research and
development costs in the experimental or laboratory sense
if they are for activities intended to discover information
that would eliminate uncertainty concerning the develop-
ment or improvement of a product. Uncertainty exists if
the information available to the taxpayer does not estab-
lish the capability or method for developing or improving
the product or the appropriate design of the product.
Whether expenditures qualify as research or experimental
expenditures depends on the nature of the activity to
which the expenditures relate, not the nature of the prod-
uct or improvement being developed or the level of techno-
logical advancement the product or improvement rep-'
resents.93 ' :

The term “research or experlmental expenditures” does nof in-
clude expenses incurred for the following: ordinary testing or in-
spection of products for quality control (i.e., to determine whether

~particular units conform to specified parameters) efficiency sur--
veys; management studies; consumer surveys; advertising or pro-

motions; the acqu1s1t10n of another persons patent, model, produc-

91See Treas Reg sec. 1 174—3 . . o B E

22]n this context, the reasonableness requlrement parallels the reasonable allowance require-
ment for salaries and other compensation in section 162(a)(1), in that amounts supposedly paid
for research may be recharacterized as disguised dividends, gifts, loans, or other similar pay-’
ments. The reasonableness requirement under section 174 is not to be used to quiestion whether

; research activities themselves are of a reasonable type or nature (Treas Reg sec. 1 174——2(a)(6)) )

93The Service has taken the position that software development costs y ‘be treated : N
;egr]%h or experimental expenditures for _purposes of section 174. See Rev. Proc. 69-21, 1969— )
303.
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tion or process; or research in connection with literary, historical,
or similar projects (Treas. Reg. sec. 1.174-2(a)(3)).94

Two types of expenditures specifically are excluded by statutory
language from being within the scope of section 174: (1) expendi-
tures for the acquisition or improvement of land or of depreciable
(or depletable) property, regardless of whether the property or im-
provements are used in connection with research or experimen-
tation,? and (2) exploration expenditures to ascertain the exist-
ence, location, extent, or quality of mineral deposits or oil or gas
(secs. 174(c) and (d)). Thus, expenses within the scope of section
174 generally are limited to costs of wages paid for services per-
formed in research activities and supplies and materials used in
such activities. In this regard, Treasury regulations clarify that ex-
penditures for research or experimentation which result, as an end
product of the research or experimentation, in depreciable property
to be used in the taxpayer’s trade or business may be allowable as
a current expense under section 174(a), but only to the extent of
the amounts expended for research or experimentation and not the -
costs of component materials of the depreciable property, the costs
of labor or other elements involved in its construction and installa-
tion, or costs attributable to the acquisition or improvement of the
property.?¢ If expenditures for research or experimentation are in-
curred in connection with the construction or manufacture of depre-
ciable property by another person, such expenditures (again, not in-
cluding costs of component materials, labor, and other elements in-
volved in the construction of depreciable property) are deductible
under section 174(a) only if made upon the taxpayer’s order and at
the taxpayer’s risk.97

5. Research and experimentation tax credit

General rule

Prior to July 1, 1995, section 41 of the Code provided for a re-
search tax credit equal to 20 percent of the amount by which a tax-
payer’s qualified research expenditures for a taxable year exceeded
its base amount for that year. The research tax credit expired and
does not apply to amounts paid or incurred after June 30, 1995.98

A 20-percent research tax credit also applied to the excess of (1)
100 percent of corporate cash expenditures (including grants or
contributions) paid for basic research conducted by universities

94Congress used the term “research and experimental” in section 174 rather than “research
and development,” in an attempt to clarify that the scope of section 174 generally did not apply
to ordinary quality control inspection of products, or market development or sales promotion ac-
tivities. See McConaghy and Ruge, supra, at 644.

95For example, the cost of a research building or equipment used for research cannot be ex-
pensed or amortized under section 174. .

96 Treasury Regulations section 1.174-2(b)(4) provides the following example of the operation
of these rules under section 174: A taxpayer undertakes to develop a new machine for his busi-
ness and he expends $30,000 on the project of which $10,000 represents the actual costs of ma-
terial, labor, etc., to construct the machine, and $20,000 represents research costs which are not
attributable to the machine itself. Under section 174(a) the taxpayer would be permitted to de-
duct the $20,000 as expenses not chargeable to capital account, but the $10,000 must be charged
to the asset account (the machine).

97 Treasury Regulation section 1.174-2(b)3).

98The research tax credit originally was enacted in 1981 as a credit equal to 25 percent of
the excess of qualified research expenses incurred during the current taxable year over the aver-
age of qualified research expenses incurred during the prior three taxable years. The research
tax credit was modified and temporarily extende§ several times by legislation enacted during
the period 1986 through 1993. ’
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(and certain nonprofit scientific research organizations) over (2) the
sum of (a) the greater of two minimum basic research floors plus
(b) an amount reflecting any decrease in nonresearch giving to uni-
versities by the corporation as compared to such giving during a
fixed-base period, as adjusted for inflation. This separate credit
computation is commonly referred to as the “university basic re-
search credit” (see sec. 41(e)).

" Computation of allowable credit

Under section 41, the research tax credit applies (except for cer-
tain university basic research payments made by corporations) only
to the extent that the taxpayer’s qualified research expenditures
for the current taxable year exceed its base amount. The base
amount for the current year generally is computed by multiplying
the taxpayer’s “fixed-base percentage” by the average amount of
the taxpayer’s gross receipts for the four preceding years. If a tax-
payer both incurred qualified research expenditures and had gross
receipts during each of at least three years from 1984 through
1988, then its “fixed-base percentage” is the ratio that its total
qualified research expenditures for the 1984-1988 period bears to
its total gross receipts for that period (subject to a maximum ratio
of .16). All other taxpayers (so-called “start-up firms”) are assigned
a fixed-base percentage of 3 percent.?°

In computing the credit, a taxpayer’s base amount may not be
less than 50 percent of its current-year qualified research expendi-
tures. This rule is referred to as the “50-percent base limitation.”

To prevent artificial increases in research expenditures by shift-
ing expenditures among commonly controlled or otherwise related
entities, research expenditures and gross receipts of the taxpayer
are aggregated with research expenditures and gross receipts of
certain related persons for purposes of computing any allowable
credit (sec. 41(f)(1)). Special rules apply for computing the credit
when a major portion of a business changes hands, under which
qualified research expenditures and gross receipts for periods prior
to the change or ownership of a trade or business are treated as
transferred with the trade or business that gave rise to those ex-
penditures and receipts for purposes of recomputing a taxpayer’s
fixed-base percentage (sec. 41(f)(3)).

Eligible expenditures

Qualified research expenditures eligible for the research tax cred-
it consist of: (1) “in-house” expenses of the taxpayer for wages and
supplies attributable to qualified research; (2) certain time-sharing
costs for computer use in qualified research; and (3) 65 percent of

99The Omnibus Budget Reconciliation Act of 1993 included a special rule designed to gradu-
ally recompute a start-up firm’s fixed-base percentage based on its actual research experience.
Under this special rule, a start-up firm (i.e., any taxpayer that did not have gross receipts in
at least three years during the 1984-1988 period) will be assigned a fixed-base percentage of
3 percent for each of its first five taxable years after 1993 in which it incurs qualified research
expenditures, In the event that the research credit is extended beyond the June 30, 1995 expira-
tion date, a start-up firm’s fixed-base percentage for its sixth through tenth taxable years after
1993 in which it incurs qualified research expenditures will be a phased-in ratio based on its
actual research experience. For all subsequent taxable years, the taxpayer’s fixed-base percent-
age will be its actual ratio of qualified research expenditures to gross receipts for any five years
selected by the taxpayer from its fifth through tenth taxable years after 1993 (sec, 41(cX3)XB)).

FIRIET



88

amounts paid by the taxpayer for qualified research conducted on
the taxpayer’s behalf (so-called “contract research expenses”).

To be eligible for the credit, the research activity must not only

satisfy the requirements of present-law section 174 (discussed
above) but must satisfy certain additional statutory -criteria.
“Qualified research” for purposes of the credit is limited to research
undertaken for the purpose of discovering information that is tech-
nological in nature, the application of which is intended to be use-
ful in the development of a new or improved business component
of the taxpayer, and the research must relate to functional aspects,
performance, reliability, or quality of a business component. Re-
search does not qualify for the credit if substantially all of the ac-
tivities relate to style, taste, cosmetic, or seasonal design factors
(sec. 41(d)(3)). In addition, research does not qualify for the credit
if conducted after the beginning of commercial production of the
business component, if related to the adaptation of an existing
business component to a particular customer’s requirements, if re-
lated to the duplication of an existing business component from a
physical examination of the component itself or certain other infor-
mation, or if related to certain efficiency surveys, market research
or development, or routine quality control (sec. 41(d)(4)).
- Expenditures attributable to research that is conducted outside
the United States do not enter into the credit computation. In addi-
tion, the credit is not available for research in the social sciences,
arts, or humanities, nor is it available for research to the extent
funded by any grant, contract, or otherwise by another person (or
governmental entity).

Relation of credit to deductions

Deductions allowed to a taxpayer for research expenses under k

section 174 are reduced by an amount equal to 100 percent of the
taxpayer’s research tax credit determined for the taxable year. Tax-
payers may alternatively elect to claim a reduced research tax
credit amount under section 41 in lieu of reducing deductions oth-
erwise allowed (sec. 280C(c)(3)).

6. Orphan drug tax credit

Prior to January 1, 1995, a 50-percent nonrefundable tax credit
was allowed for qualified clinical testing expenses incurred in test-
ing of certain drugs for rare diseases or conditions, generally re-
ferred to as “orphan drugs.” 10¢ Qualified testing expenses are costs
incurred to test an orphan drug after the drug has been approved
for human testing by the Food and Drug Administration (“FDA”)
but before the drug has been approved for sale by the FDA. A rare
disease or condition is defined as one that (1) affects less than
200,000 persons in the United States or (2) affects more than
200,000 persons, but for which there is no reasonable expectation
that businesses could recoup the costs of developing a drug for it
from U.S. sales of the drug. These rare diseases and conditions in-
clude Huntington’s disease, myoclonus, ALS (Lou Gehrig’s disease),

100 The orphan drug tax credit originally was enacted in 1983 and was temporarily extended
several times by legislation enacted during the period 1986 through 1993.



89

Tourette’s syndrome, and Duchenne’s dystrophy (a form of mus-
cular dystrophy). .

Under prior law, the orphan drug tax credit could be claimed by
a taxpayer only to the extent that its regular tax liability for the
year the credit was earned exceeded its tentative minimum tax for
that year, after regular tax was reduced by nonrefundable personal
credits and the foreign tax credit. Unused credits could not be car-
ried back or carried forward to reduce taxes in other years.

As with the research tax credit, deductions allowed under section
174 are reduced by an amount equal to 100 percent of the tax-
gzsigcgi’g);)rphan drug tax credit determined for the taxable year (sec.
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B. Analysis of Impact on Start-up and Research Companies

1. Start-up and organizational expenses and use of net oper-
ating losses

Overview

Under present law,10! taxpayers may elect to amortize start-up
expenditures, incurred before the commencement of the trade or
business, over a period of 60 months. Unless this election is made,
such expenditures are not deductible, but must be capitalized and
recovered on the disposition or abandonment of the business. Is-
sues may arise regarding whether a particular activity involves the
“start-up” of a new trade or business in which case the expendi-
tures are subject to the start-up rules, or the expansion of an exist-
ing trade or business, in which case the expenditures may be cur-
rently deductible.

Expenses of organizing a business entity also are not deductible
unless an election is made, in which case they also may be amor-
tized over a period of 60 months.

Net operating losses (“NOLs”) are computed for a taxable year as
the excess of allowable deductions over gross income for that year,
with certain modifications. NOLs generally may be carried back to
the prior three taxable years and carried forward for the fifteen
taxable years succeeding the loss year. Carrying back NOLs
against prior taxable income allows the benefit of the loss to be rec-
ognized in the current year by obtaining a refund of prior taxes
paid. Carryovers of NOLs generally are allowed because the natu-
ral business cycles of an entity may not match the taxable year ac-
counting periods required under present law.

The carry forward of losses is subject to special limitations if a
business experiences an “ownership change” (sec. 382). In general,
an ownership change occurs if more than 50 percent of the inter-
ests of 5-percent or greater shareholders are acquired by other such
shareholders within a three-year period. The purpose of this limita-
tion generally is to reduce incentives for acquiring or investing in
a business at a price that reflects the ability of the new owners to
shelter their anticipated future income with losses that arose be-
fore their ownership, which potentially may involve new business
opportunities or capital that would not have been available to the
old owners.

Consumption tax

A consumption tax generally would not involve start-up or orga-
nizational expenditure considerations. Under a consumption tax,
start-ups presumably would be permitted to expense items in the
same manner as an expanding business, thus removing the tension
between these two situations under present law.

Current expensing could create even greater NOLs for start-ups
than under present law. This is because the entire cost of business
assets would be deducted in the year of purchase, even though, for
an asset with a useful life longer than a year, a significant amount

101 A more complete description of present law appears under the headings “Start up expendi-
tures and organizational expenditures” and “Net operating losses,” in the Part II.A discussion
of “Present Law and Background,” supra.
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of the total income generated by the asset would not be expected
to be produced until later years. Thus, in a start-up situation, the
business would not become taxable until the year in which it has
produced total income exceeding the cost of all its originally ac-
quired assets. ;

A decision would have to be made regarding the treatment of
NOLs. One option is to allow taxpayers with NOLs to obtain re-
funds. This treatment is according to NOLs in most VATSs enacted
in other countries and in S. 2160, the Business Activities Tax ver-
sion of a VAT introduced by Senators Boren and Danforth. Refunds
are generally allowed for net operating losses (or the excess of tax
paid on inputs over the tax charged on outputs in a credit-invoice
VAT) in order to avoid a potential cascading of the tax accrued
through the stage of production the loss company occupies.192 This
treatment would allow refunds not only to taxpayers that had not
yet earned the anticipated future income but would reasonably be
expected to earn it, but also to taxpayers who made unsuccessful
business judgements and would be unable to utilize the losses at
any future period. .

Other options are to carry forward losses; as under present law,
or with interest, as under H.R. 2010 and S. 1050. If carryforwards
are allowed, a decision would have to be made whether to impose
rules similar to present law section 382, limiting the use of losses
when a business ownership changes significantly and curtailing
some of the incentives to acquire a troubled business for a price re-
flecting the value of the losses to the new owners. However, if these
rules are too restrictive, this could discourage start-ups by new en-
terprises and encourage start-ups by entities with sufficient taxable
income to absorb the loss.

“Pure” income tax o B

In theory, a “pure” income tax might eliminate the elections to
amortize start-up and organizational expenditures. The rationale
for eliminating such elections would be that a “pure” income tax
theoretically matches income for a period with expenditures appli-
cable to that period; and if the useful life of the expenditures can-
not be determined, no reasonable amortization schedule can be cre-
ated. Since start-up and organizational expenditures occur before
business has begun; and since they may be deemed to_benefit the

 business over the period of its entire life, which is unknown, any

amortization might be considered inappropriate to a “pure” income

tax. On the other hand, such a tax might be structured to include
:some taxpayer-favorable rules of administrative convenience, such

as the present-law elections. , , S
If a “pure” income tax were structured to eliminate the options
to amortize start-up and organizational expenses, this could in-

~ crease the importance of determining whether a business’ is a

“start-up” or an expansion of an existing business. S L
Apart from start-up and organizational expenses, a “pure” in-

come tax might also reduce the ability to deduct currently certain

other amounts in excess of economic depreciation, or otherwise at-

192 See Joint Committee on Taxation, Description and Analysis of Proposals to Replace the Fed-
eral Income Tax (JCS-18-95), June 5, 1995, pp. 17-28. R
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tempt to achieve better matching of interperiod income and deduc-
tions. The effect might be to reduce NOL carryforwards of start up
businesses. In some cases, (if a provision such as the present law
ownership change rules were retained) this might benefit busi-
nesses that seek significant amounts of additional capital in a man-
ner that would cause an ownership change, since the losses would
not be incurred before the change and thus would not be limited.

As in the case of a consumption tax, a decision would have to be
made regarding the treatment of any NOLs; i.e., whether to permit
refunds or to carry forward losses and, if carryforwards are per-
mitted, whether to limit the use of such carryforwards in a manner
similar to present-law section 382.

2. Tax treatment of research activities and intangible assets

Overview

Technological development is an important component of eco-
nomic growth. However, while an individual business may find it
profitable to undertake some research, it may not find it profitable
to invest in research as much as it otherwise might because it is
difficult to capture the full benefits from the research and prevent
such benefits from being used by competitors. In general, busi-
nesses acting in their own self-interest will not necessarily invest
in research to the extent that would be consistent with the best in-
terests of the overall economy. This is because costly scientific and
technological advances made by one firm are cheaply copied by its
competitors. Research is one of the areas where there is a consen-
sus among economists that government intervention in the market-
place can improve overall economic efficiency. 103 However, this
does not mean that increased tax benefits or more government
spending for research always will improve economic efficiency. It is
possible to decrease economic efficiency by spending too much on
research. It is difficult to determine whether, at the present levels
of government subsidies for research, further government spending
on research or additional tax benefits for research would increase
or decrease overall economic efficiency. There is no evidence that
the current level of research undertaken in the United States, or
worldwide, is too little or too great to maximize society’s well-being.

If it is believed that too little research is being undertaken, a tax
subsidy is one method of offsetting the private-market bias against
research, so that research projects undertaken approach the opti-
mal level. Among the other policies employed by the Federal Gov-
ernment to increase the aggregate level of research activities are
direct spending and grants, favorable anti-trust rules, and patent
protection. The effect of tax policy on research activity is largely
uncertain because there is little evidence about the responsiveness
of research to changes in taxes and other factors affecting its price.
To the extent that research activities are responsive to the price of
research activities, tax reform that adopts either a pure income tax
or a consumption-based tax would be expected to alter the price of
research compared to present law. In addition, adoption of a pure
income tax could re-introduce complexities and compliance costs of

103This conclusion does not depend upon whether the basic tax regime is an income tax or
a consumption tax.
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prior law. In contrast, adoption of a consumption-based tax gen-
erally would eliminate certain complexities and compliance costs
that exist relating to the present-law treatment of research expend-
itures. '

The scope of present-law tax expenditures on research activi-
ties

The tax expenditure related to the expensing of research and de-
velopment expenditures is estimated to be §2.5 billion for 1996
growing to $3.2 billion for 2000.19¢ Under prior law, in 1993, ap- -
proximately $1.9 billion in research credits were allowed to be
claimed. While research undertaken by firms that qualify for the
research tax credit does not constitute all research undertaken by
taxpayers in the United States, Table 10 documents the growth in
qualifying research expenditures under both the research tax credit
and the orphan drug credit for the period 1984 to 1993. However,
these data represent nominal (not inflation adjusted) dollars. In the
case of the research tax credit, real (inflation adjusted) qualifying
expenditures declined slightly between 1984 and 1993.

194 Joint Committee on Taxation, Estimates of Federal Tax Expenditures for Fiscal Years
1996-2000, (JCS-21-95), September 1, 1995, p.12.



Table 10.—Corporate Returns Claiming R&E Credit and Orphan Drug Credit, 1984-1993

Item 1984 1985 1986 1987 1988 1989

1990

1991

1992

1993

R&E Credit

Number of firms ...ccocovcvrersiririeriinnnnne 15,933 15,128 12,936 11,064 11,673 12,688 12,169 12,346 11,826 13,764
Qualifying expenditures ($ millions) .. 31653 35,084 28,573 30,481 33,428 36,653 40,009 40,204 43,291 41,435
Tax credit allowed ($ millions) ............. 2,656 2,800 1,310 1,091 1,320 1,392 1,607 1648 1,579 1,893
Orphan Drug Credit

Number of firms ....cccoveerssemeessnereensssiisins (1) Q] ® ™ O] ) *) ) ® *
Qualifying expenditures ($ millions) (® ® 13 13 16 28 (31) 44 50 55
Tax credit claimed ($ millions) ............ ® (O] 7 6 8 14 (16) 22 25 28

"1 Number not disclosed to protect taxpayer confidentiality. ’

2Less than $500,000.

Source: Joint Committee on Taxation calculations from Internal Revenue Service, Statistics of Income data.

¥6
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Tables 11 and 12 present data for 1993 on those industries that
utilized the research tax credit and the distribution of the credit
claimants by firm size. Three quarters of the research tax credits
claimed are claimed by taxpayers whose primary activity is manu-
facturing. Nearly two thirds of the credits claimed are claimed by
large firms (assets of $500 million or more). Nevertheless, as Table
12 documents, a large number of small firms are engaged in re-
search and are able to claim the research tax credit.

Table 11.—Percentage Distribution of Firms Claiming R&E
Credit and of Amount of Credit Claimed by Sector, 1993

Sector Number of Credit claimed

firms (percent) (percent)

Agriculture, Forestry and Fishing ) (
MINing ....ceeevevvenervnnerenresecnerersennens (1) (
Construction ..........ccceeveveerevereeeenne : 0.7 0
Manufacturing ..........ccoeeeererreveennnne : 58.0 75.
Transportation, Communication,

and Public Utilities ..................... 14 8.
Wholesale and Retail Trade .......... 9.1 2.
Finance, Insurance, and Real ........
EState ...cccceeeerevreervesneesseoseressossensnes 15 1.
SErVICES ..cccevveererierrrereeerenrereeseeenssaees 28.3 12.

oW oM aISE

!Data undisclosed to protect taxpayer confidentiality.

Source: Joint Committee on Taxation calculations from Internal Revenue Serv-
ice, Statistics of Income data.

Table 12.—Percentage Distribution of Firms Claiming R&E
Credit and of Amount of Credit Claimed by Firm Size, 1993

) umber of Credit claimed
Firm size ($ assets) ﬁrl:m (percent) (peti-cent) €

B0 coeeceiccrirernnenerenternnreseseesesssessansessnnnns 0.6 0.2
1to 100,000 ..........oueeeenrereecnvenrennnnnn 134 0.4
100,000 to 250,000 .......................... 6.0 0.5
250,000 to 500,000 .......................... 10.2 0.9
500,000 to 1 million ........................ 14.6 1.4
1 million to 10 million .................... 32.7 7.9
10 million to 50 million .................. 12.2 8.5
50 million to 100 million ................ 2.8 4.2
100 million to 250 million .............. 2.4 5.0
250 million to 500 million .............. 14 6.0
500 million and over ....................... 3.7 64.9

4 ?;)urce: JCT calculations from Internal Revenue Service, Statistics of Income
ata. A .

The responsiveness of research expenditures to tax incentives

Like any other commodity, the amount of research expenditures
that a firm wishes to incur generally is expected to respond posi-
tively to a reduction in the price paid by the firm. Economists often
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refer to this responsiveness in terms of “price elasticity,” which is
measured as the ratio of the percentage change in quantity to a
percentage change in price. For example, if demand for a product
increases by five percent as a result of a 10-percent decline in price
paid by the purchaser, that commodity is said to have a price elas-
ticity of demand of 0.5.195 One way of reducing the price paid by
a buyer for a commodity is to grant a tax credit upon purchase. A
tax credit of 10 percent (if it is refundable or immediately usable
by the taxpayer against current tax liability) is equivalent to a 10-
percent price reduction. If the commodity granted a 10-percent tax
credit has an elasticity of 0.5, the amount consumed will increase
by five percent. Thus, if a flat research tax credit were provided at
a 10-percent rate, and research expenditures had a price elasticity
of 0.5, the credit would increase aggregate research spending by
five percent.106

Despite the central role of the measurement of the price elastic- -

ity of research activities, there is little empirical evidence on this
subject. What evidence exists generally indicates that the price
elasticity for research is substantially less than one. For example,
one survey of the literature reached tl{e following conclusion:

In summary, most of the models have estimated long-
run price elasticities of demand for R&D on the order of
—0.2 and —0.5. ... However, all of the measurements
are prone to aggregation problems and measurement er-
rors in explanatory variables.107

Although most analysts agree that there is substantial uncer-
tainty in these estimates, the general consensus when assumptions
are made with respect to research expenditures is that the price
elasticity of research is less than 0.5.108

105 For simplicity, this analysis assumes that the product in question can be supplied at the
same cost despite any increase in demand (i.e., the supply is perfectly elastic). This assumption
may not be valid, particularly over short periods of time, and particularly when the commod-
ity—such as research scientists and engineers—is in short supply.

108 Tt is important to note that not all research expenditures need be subject to a price reduc-
tion to have this effect. Only the expenditures which would not have been undertaken other-
wise—so called marginal research expenditures—need be subject to the credit to have a positive
incentive effect.

107 Charles River Associates, An Assessment of Options for Restructuring the R&D Tax Credit
to Reduce Dilution of its Marginal Incentive (final report prepared for the National Science
Foundation), February, 1985, p. G-14.

108]p a 1983 study, the Treasury Department used an elasticity of .92 as its \;iper ranfe esti-
mate of the price elasticity of R&D, but noted that the author of the unpublished study from
which this estimate was taken conceded that the estimate might be biased upward. See, Depart-
ment of the Treasury, The Impact of Section 861-8 Regulation on Research and Development,
p. 23. As stated in the text, although there is uncertainty, most analysts believe the elasticity
is considerable smaller. For example, the General Accounting Office summarizes: “These studies,
the best available evidence, indicate that spending on R&E is not very responsive to price reduc-
tions. Most of the elasticity estimates fall in the range of-0.2 and-0.5 . . . . Since it is commonly
recognized that all of the estimates are subject to error, we used a range of elasticity estimates
to compute a range of estimates of the credit’s impact.” See, The Research Tax Credit Has Stim-
ulated Some Additional Research Spending (GAO/GGD-89-114), September 1989, p. 23. Simi-
larly, Edwin Mansfield concludes: “While our knowledge of the price elasticity of demand for
R&D is far from adequate, the best available estimates suggest that it is rather low, perhaps
about 0.3.” See, “The R&D Tax Credit and Other Technology Policy Issues,” American Ecornomic
Review, Vol. 76, no. 2, May 1986, p. 191. More recent empirical analyses have estimated higher
elasticity estimates. One recent empirical analysis of the research credit has estimated a short-
run price elasticity of 0.8 and a long-run price elasticity of 2.0. The author of this study notes
that the long-run estimate should be viewed with caution for several technical reasons. In addi-
tion, the data utilized for the study cover the period 1980 through 1991, containing only two
years under the revised credit structure. This makes it empirically difficult to distinguish short-
run and long-run effects, particularly as it may take firms some time to fully appreciate the
incentive structure of the revised credit. See, Bronwyn H. Hall, “R&D Tax Policy During the

¥
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Tax restructuring and the “price” of research activities

Expenditures on research constitute a cost of producing a product
just as compensation of the manufacturing workforce and expendi-
tures on production equipment are costs of producing a product. In
determining how to organize production to maximize profits, the
business must weigh the relative cost, or “price” of each of re-
search, workforce, and equipment against the additional sales that
can be generated by devoting more effort to research versus more
capital investment versus more extensive use of labor intensive
production methods. In weighing the costs and benefits, the busi-
ness may substitute between expenditures on capital equipment,
expenditures on research activities, and expenditures on its
workforce.

The price of research under a “pure” income tax

Under income tax principles, the business’s profit that is subject
to tax is the receipts from the sale of products less expenses related
to the products. Some costs incurred by the business (e.g., the pur-
chase of equipment) relate to products sold in more than one year.
Income tax principles provide that the business may only deduct a
portion of the expense in any one year. Under a theoretically pure
income tax regime, deductions should be matched to the period
that income is produced by the deductible expense. To the extent
that research expenditures lead to the creation of new products in
the future or to improved production processes that may be applied
in more than one year, income tax principles would imply that re-
search expenses should be capitalized and recovered over time, as
are expenditures on equipment. As explained above, research ex-
penses generally are deductible currently. From a pure income tax
perspective, allowing research expenses to be deducted currently
(particularly when the research is successful in leading to a profit-
able commercial application) is one form of tax subsidy for research
activities. In addition, present law provides for a tax credit for cer-
tain research expenditures. Thus, because of this present-law tax
treatment, the price of undertaking research is relatively less than
the price of capital equipment, which generally may not be ex-
pensed and for which no credit is provided.

Reform in the direction of a pure income tax would increase the

- price of undertaking research activities. To the extent that business
planning of such activities responds to price changes, one would ex-
pect research expenditures to decline. However, if adoption of a
pure income tax is accompanied by a reduction in income tax rates,
the after-tax return to all investments would increase. This would
have some offsetting effect on a predicted decline in research ex-

1980s: Success or Failure?” in James M. Poterba (ed.), Tax Policy and the Economy, T, pp. 1~
35 (Cambridge: The MIT Press 1993). Another recent study examined the post-1986 growth of
research expenditures by 40 U.S.-based multinationals and found price elasticities between 1.2
and 1.8. However, including an additional 76 firms, that had initially been excluded because
they had been involved in merger activity, the estimated elasticities fell by half. See, James R.
Hines, Jr.,, “On the Sensitivity of R&D to Delicate Tax Changes: The Behavior of U.S. Multi-
nationals in the 1980s” in Alberto Giovannini, R. Glenn Hubbard, and Joel Slemrod (eds.), Stud-
ies in International Taxation, (Chicago: University of Chicago Press 1993).

23-902 96-~5
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penditures.19® Nevertheless, under a pure income tax, research
would not be favored relative to expenditures on equipment or
labor. Thus, the benefits of lower income tax rates would be ex-
pected to favor increased expenditures on equipment and labor rel-
ative to research activities. B

Research activities also could benefit indirectly from the adoption
of the pure income tax if, in reducing or eliminating other economic
inefficiencies, the demand for research-intensive goods increases,
thereby increasing the demand for research expenditures.

The price of research under consumption-based taxes

The flat tax, the subtraction method VAT, and USA Tax business
tax described in Part I1.B., above, generally permit taxpayers to de-
duct all expenses for outside research, raw materials, and equip-
ment when incurred, regardless of the specific kind of business ac-
tivity to which the expense is attributable. The retail sales tax,
which taxes final sales of goods and services, also makes no distinc-
tion between when such costs are incurred for different business in-
puts. That is, unlike the present-law income tax, the proposals
would treat equally expenditures on outside research and expendi-
tures on equipment.11© Under the flat tax, the subtraction-method
VAT, and the business component of the USA Tax, both types of
expenditures would be deducted from the tax base when they occur.
A dollar spent on research would be treated identically to a dollar
spent on equipment.11! Both dollars receive “expensing” treatment.
Present-law section 174 provides expensing for certain research ex-
penditures and the research tax credit (if available) reduces still
further the price of research activities. Still, other research expend-
itures, (e.g., the purchase of an electron microscope to be used in
a research project) are depreciated.112 Thus, under a consumption-
based tax, the price of certain research expenditures will increase
compared to present law, the price of other research expenditures
will decline compared to present law, and the price of other re-
search expenditures will remain unchanged compared to present
law. If research expenditures are responsive to the price of such ex-
penditures, one would expect some expenditures to decrease, others
to increase, and others to remain unchanged compared to present
law.

109 A significant portion of the benefit of a rate reduction would accrue to “old” investments
in research activities, that is, past research for which expenditures were expensed and perhaps
received the research tax credit.

110 The discussion in the text is stated in terms of purchased research. Superficially, in-house
research appears to receive different treatment relative to capital equipment expenditures under
the flat tax, the subtraction-method VAT, and the business component of the USA Tax in com-
parison to a retail sales tax because mﬁf of research personnel are part of the tax base (im-
posed at the individual level under the flat tax) while capital expenditures are not part of the
tax base. However, if, as generally believed, the consumption-based taxes are borne by consum-
ers in the form of highe:eé)rices or by laborers in the form of lower wages, the tax burden on
a dollar of profit generated by research activities is the same as the tax burden on a dollar of
profit generated by the purchase of capital equipment. See, Joint Committee on Taxation, De-
scription and Analysis of Proposals to Replace the Federal Income Tax (JCS-18-95), June 5,
1995, p. 78, and Joint Committee on Taxation, Methodology and Issues in Measuring Changes
in the Distribution of Tax Burdens (JCS-7-93), June 14, 1993, pp. 5160, for a discussion of
the economic incidence of a consumption-base tax.

111Gimilarly, under the sales tax as no expenditure affects the tax base, a dollar spent on re-
search is equivalent to a dollar spent on equipment.

112 lzixi}though, unlike some equipment p! ses, equipment used in research receives a five-
year life.
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However, as with the adoption of a pure income tax, under these
proposals, expenditures on research would no longer be relatively
cheaper than expenditures on equipment or labor. To the extent
that relative prices of different business inputs affect the choice of
input mix, the tax reform proposals each make equipment expendi-
tures relatively less expensive. With equipment relatively less ex-
pensive than under present law, one might expect businesses to
substitute equipment purchases for research expenditures where
feasible. This might suggest that if research expenditures are re-
sponsive to the price of such expenditures, the magnitude of re-
search expenditures could fall if the income tax were replaced. On
the other hand, some have argued that replacement of the income
tax will spur aggregate saving and investment.113 An increase in
aggregate investment could lead to an increase in total research ex-
penditures and total equipment expenditures, although the relative
price change would suggest that equipment expenditures would
grow more than research expenditures.

Research expenditures and simplification

While, as explained above, section 174 has the economic effect of
reducing the price of certain research expenditures relative to the
price of production equipment, section 174 was enacted (in part) to
provide administrative ease to the determination of income subject
to tax. However, section 174 itself requires taxpayers to make de-
terminations that may be difficult. For example, under present-law
section 174, taxpayers need to distinguish (1) research from quality
control testing, (2) research from depreciable property acquisition
costs, and (3) scientific from literary or historical research.

Administrative and compliance burdens also result from the
present-law research tax credit. The General Accounting Office
(“GAQ”) has testified that the research tax credit is difficult for the
IRS to administer. The GAO reports that the IRS view is that it
is “required to make difficult technical judgments in audits con-
cerning whether research was directed to produce truly innovative
products or processes.” While the IRS employs engineers in such
audits, the companies engaged in the research typically employ
personnel with greater technical expertise and, as would be ex-
pected, personnel with greater expertise regarding the intended ap-
plication of the specific research conducted by the company under
audit. Such audits create a burden for both the IRS and taxpayers.
The credit generally requires taxpayers to maintain records more
detailed than those necessary to support the deduction of research
expenses under section 174.114 ; 7 ;

The above definitional issues related to research activities, and
associated administrative and compliance burdens, would be elimi-
nated under a consumption-based tax, because purchases by busi-
nesses for all their activities (research and non-research) generally
would be expensed. There would be no need to determine whether

1188ee, Joint Committee on Taxation, Description and Analysis of Proposals to Replace the
Federal Income Tax, pp. 61-68, for a discussion of the effects on saving and investment from
replacement of the income tax with a consumption-base tax. » -

114 Natwar M. Gandhi, Associate Director Tax Policy and Administration Issues, General Gov-
ernment Division, U.S. General Accounting Office, “Testimony before the Subcommittee on Tax-
Ztio% gnilgérgtemal Revenue Service Oversight,” Committee on Finance, United States Senate,”

pril 3, .
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particular projects or product development costs are “research or
experimental expenditures” as that term is used in section 174 or
“qualified research” tax as that term is used for purposes of the
present-law research credit. This would eliminate highly technical
and fact-based disputes between taxpayers and the IRS that arise
under present law, and would reduce taxpayers’ record-keeping
burdens.

Under a pure income tax regime, however, capitalization of busi-
ness expenses generally is required. This would re-introduce ac-
counting problems that existed prior to the enactment of section
174. If a particular research project did not result in an identifiable
asset, capitalized expenses could not be deducted until the research
proved to be a failure or the project was completely abandoned.
Prior to the enactment of section 174, when research was con-
ducted as part of an ongoing project, taxpayers had difficulty deter-
mining when complete abandonment of a particular aspect of the
research occurred. Even when an identifiable asset resulted, it was
difficult to determine what aspects should be capitalized when not
all of the research efforts were successful, when multiple research
efforts led to the creation of the asset, or when multiple assets re-
sulted from one research project.}15 Inevitably, tax accounting con-
ventions (similar to the 15-year amortization period provided for by
present-law section 197 for certain intangible assets) might have to
be adopted in order to reduce uncertainties regarding the proper
amortization period for certain research expenses.

Tax restructuring and the treatment of intangibles assets

Overview

Businesses often use their intangible assets to produce earnings
over a span of years. In this way intangible assets are economically
equivalent to fangible assets. However, present law provides dis-
parate treatment between intangible and tangible assets. More-
over, present law provides disparate treatment among intangible
assets depending upon whether they are self-created or purchased.
Tax reform adopting either a consumption-based tax like the flat
tax, the subtraction-method VAT, the business tax component of
the USA Tax, or a national sales tax or a pure income tax would
eliminate both the disparate treatment between intangible and tan-
gible assets and the disparate treatment among self-created and
purchased intangible assets.

While the costs of tangible assets such as equipment generally
must be capitalized and recovered through depreciation, whether
purchased or self-created, the expenses incurred in creating self-
created intangible assets generally may be deducted currently (ex-
pensed). Thus, for example, expenditures on advertising that pro-
mote a recognizable brand name and goodwill may be expensed,
while expenditures on capital equipment that will produce the
product that bears the brand name generally must be deducted
over time. Because the economic value of a deduction is greater if
it may be claimed earlier rather than later, creation of intangible
assets is relatively cheaper than the creation of physical assets.
Similarly, some purchased intangible assets are relatively cheaper

115See D. Hudson, supra, at pp. 88-89.
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than other intangible assets and may, or may not, be relatively
cheaper or more expensive than different tangible assets. This
arises because, as explained in Part III.A.3, above, purchased in-
tangibles, regardless of their economic lives, generally may be am-
ortized over 15 years. Those purchased intangible assets for which
15 years overstates their economic lives are relatively more expen-
sive than those purchased intangible assets for which 15 years un-
derstates their economic lives. By the same argument, purchased
intangible assets are relatively more expensive than self-created in-
tangible assets.

Consumption-based taxation

Adoption of a consumption-based tax would permit the purchase
of all assets to be expensed. Expenditures on the creation of intan-
gible assets would no longer be relatively cheaper than expendi-
tures on equipment. Similarly, any relative differences between dif-
ferent purchased intangible assets would be eliminated. Lastly,
purchased intangible assets would be treated identically to self-cre-
ated intangible assets. Self-created intangible assets might appear
to be disadvantaged relative to purchased intangibles or equipment
under the flat tax, the subtraction-method VAT, or the business
component of the USA Tax because wages of employees engaged in
the creation of intangibles are part of the tax base, while pur-
chased goods are not. However, if as generally believed, the con-
sumption-based taxes are borne by consumers in the form of higher
prices or by laborers in the form of lower wages, the tax burden
on a dollar of profit generated by creating intangible assets is the
same as the tax burden on a dollar of profit generated by the pur-
chase of intangible assets and is the same as the tax burden on a
dollar of profit generated by the purchase of capital equipment.

To the extent that relative prices of different business inputs af-
fect the choice of business investment, the tax reform proposal, by
making tangible assets relatively cheaper, might cause businesses
to substitute equipment purchases for expenditures on the creation
of intangible assets where feasible. This could lead to a decline in
aggregate expenditures on the creation of intangible assets. On the
other hand, if replacement of the income tax spurs aggregate sav-
ing and investment, total expenditures on both tangible and intan-
gible assets could rise, although the relative price change would
suggest that equipment expenditures would rise more than expend-
itures on intangibles.

Adoption of one of the consumption-based taxes also would ease
compliance burdens regarding expenses related to intangibles.
Expensing removes the need for maintaining records across years.
However, the enactment of section 197 probably eliminated many
of the sources of ambiguity and contention that existed in prior law
relating to the tax treatment of purchased intangibles.

“Pure” income taxation

Adoption of a pure income tax also would eliminate the relative
price differences that exist under present law between self-created
and purchased intangible assets and between intangible assets and
tangible assets. A pure income tax would accomplish this by requir-
ing the capitalization of expenses related to the creation of intangi-
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ble assets and by establishing different depreciable lives (cor-
responding to “true” economic lives) for different types of tangible
assets, whether those assets are purchased or self-created. Reform
in this direction would generally increase the price of intangible as-
sets. To the extent that business planning responds to price
changes, one would expect the expenditure on intangible assets to
decline. If adoption of a pure income tax is accompanied by a re-
duction in income tax rates, the after-tax return to all investments
would increase and investments of all types might increase. How-
ever, the benefits of lower income tax rates would be expected to
favor other expenditures such as equipment purchases relative to
expenditures on intangible assets. :

Creation of appropriate class lives is in itself quite difficult and
even if successfully accomplished would involve an increase in
record-keeping requirements and complexity for taxpayers. For
self-created intangible assets it would become necessary to appor-
tion in-house expenditures across multiple assets. One would ex-
pect that litigation on issues prevalent prior to the enactment of
section 197 would re-emerge.
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APPENDIX:

DATA ON C CORPORATIONS, S CORPORATIONS AND
PARTNERSHIPS BY INDUSTRY AND SIZE

The Appendix contains tables classifying C corporations, S cor-
porations, and partnerships by the amount of their assets and
gross receipts. The tables are based on 1993 data from the IRS’s
Statistics of Income. This information corresponds to Tables 4
through 6 in the text, which showed information on all businesses
with the particular form of organization. The Appendix tables
disaggregate the data for C corporations, S corporations, and part-
nerships by the primary industrial category of the business. The
number of returns column shows the number of tax returns within
a particular classification of asset (or gross receipt) size. The total
assets and gross receipts columns show the respective amounts of
assets and gross receipts of the businesses within the size classes.
The cumulative percent columns show the fraction of the total re-
turns (or assets or gross receipts) represented by all size classes up
to and including a particular row. For example, in Table A—1 the
entries for the row labeled $250,000 show that 13,060 returns were
filed by C corporations whose primary business was agriculture,
forestry or fishing and whose total assets were in excess of
$100,000 but less than $250,000. The total amount of assets held
by those 13,060 C corporations was $2.082 billion. The total num-
ber of C corporations in agriculture, forestry or fishing who had as-
sets of less than $250,000 represented 58.18 percent of all C cor-
porations in agriculture, forestry or fishing. Those firms with less
than $250,000 in assets held, in aggregate, 6.35 percent of the as-
sets held by C corperations in agriculture, forestry or fishing.
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Table A-1.—Distribution of C Corporations, 1993:
Agriculture, Forestry and Fishing

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
BO e e 3,224  ..ccccieriinieinnnns 421 ...
$25,000 .... 11,702 $116 19.50 0.24
$50,000 ........ 7,606 280 29.43 0.81
$100,000 ....cceveeeennenee 8,948 619 41.12 2.08
$250,000 .....cccoeeernnnen 13,060 2,082 58.18 6.35
$500,000 .....cceveeeannnee 13,296 4,699 75.54 15.99
$1,000,000 ........c....... 10,660 7,596 89.46 31.568
$10,000,000 .............. 7,131 16,748 99.56 65.94
$50,000,000 .............. 257 5,282 99.90 76.78
$100,000,000 ............ 43 3,044 99.95 83.02
Over $100,000,000 ... 35 8,276 100.00 100.00

Total .....cccceeeee 76,562 $48,742
Cumulati:e per-
. . Gross re- cen
Firms classified b; Number of . A
gross receipts less tl{an returns celﬁ:;)sn(sl)ml- Re- Gross
: re-

turns ceipts
BO eeeeeeeereeeeeeeanee 10,436  ...cceecnnanes 13.63 ............
$2,500 ..corvereeeecernnane 1,009 $1 14.95 0.00
$5,000 ..cmrvereeeiinns 374 2 15.44 0.01
$10,000 ....oeereeeeeannee 1,629 11 17.56 0.02
$25,000 ...coveerrneieannnn 5,295 89 24.48 0.18
$50,000 ....ooeeevrereeenae 6,312 240 32.73 0.59
$100,000 .....cccvvveeennee 8,837 628 4427 1.65
$250,000 ....ccevreeeerannee 15,673 2,536 64.74 5.97
$500,000 ...cceeeeerieaennne 12,609 4,442 81.21 13.54
$1,000,000 .........cc..... 6,270 4,523 89.40 21.24
$10,000,000 .............. 7,546 20,183 99.25 55.62
$50,000,000 .............. 467 9,196 99.86 71.28
Over $50,000,000 ..... 106 16,863 100.00 100.00

Total ....cceeeeeeee 76,562 $58,715

Source: JCT calculations from IRS Statistics of Income data.
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Table A-2.—Distribution of C Corporations, 1993: Mining

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
B0 e L,997 . 10.68 ............
$25,000 ..................... 3,889 $36 31.48 0.02
$50,000 ..........uouu...... 1,260 45 38.21 0.04
$100,000 ................... 2,048 145 49.17 0.11
$250,000 ................... 2,352 373 61.74 0.29
$500,000 ................... 2,497 922 75.10 0.72
$1,000,000 ................ 2,071 1,488 86.17 1.43
$10, 000 000 .............. 1,874 5,783 96.19 4.18
$50,000,000 .............. 422 8,806 98.45 8.37
$100,000,000 ............ 93 6,646 98.95 11.54
Over $100,000,000 ... 198 185,897 100.00 100.00
Total .............. 18,700 $210,142 ......cce. e

Cumulati:e per-

. . Gross re- cen
grgsl; T:c‘:alia;tsslﬁesg 1t)l“fan N:'lentll?n?:s()f ceiﬂgsng)ml- Re- Gross
re-

turns ceipts
$O o , 3,732 .. 19.96 ...
$2,500 ....oooveverenenene 1,195 $1 26.35 0.00
$5,000 ......ccovvereennne. 73 0 26.74 0.00
$10,000 ..................... 276 2 2821 . 0.00
$25,000 .................... 1,469 27 36.07 0.03
$50,000 ..................... 1,356 50 43.32 0.09
$100,000 ................... 2,148 160 54.81 0.27
$250,000 ................... 2,949 440 70.58 0.75
$500,000 ................... 2,010 699 81.33 1.53
$1,000,000 ................ 1,002 746 86.68 2.35
$10 000 000 .............. 1,966 5,518 97.20 8.46
'$50,000,000 .............. 338 7,570 99.01 16.84
Over $50,000,000 ..... 187 75,128 100.00 100.00

Total ....cooooeee. 18,700  $90,341 s o |

Source: JCT calculations from IRS Statistics of Income, data.
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Table A-3.—Distribution of C Corporations, 1993:

Construction
Cumulative per-
Firms classified by as- Number of Total ts cent
sets less than returns (millions) Re- Total
turns assets
BO oo 9,648 ...ocorviinnennnns 429 ...
$25,000 ....cooeerreecennnn 54,818 $516 28.68 0.31
$50,000 ....oeeeeeereneen 24,948 895 39.78 0.85
$100,000 .....cccceeueennen 29,861 2,197 53.07 2.17
$250,000 .....cceeeeeeeen 38,009 6,299 69.98 5.95
$500,000 ......cceceeeeenen. 27,720 9,862 82.31 11.87
$1,000,000 ................ 19,077 13,306 90.80 19.86
$10,000,000 .............. 19,464 49,081 99.46 49.33
$50,000,000 .............. 1,004 19,163 99.91 60.83
$100,000,000 ............ 112 7,621 99.96 65.41
Over $100,000,000 ... 94 57,609 100.00 100.00
Total .............. 224,755 $166,550 .ooccvvieees e,
Cumulative per-
. . Gross re- cen
Firms classified b, Number of < A
gross receipts less tgxm returns celﬁgsng)ml- Re- Gross
re-

turns ceipts
16,895 ....cocrirereennn 752 .evenn.
3,606 $5 9.12 0.00
1,639 6 9.85 0.00
2,676 21 11.04 0.01
7,427 126 14.35 0.05
11,880 428  19.63 0.17
18,336 1,369 27.79 0.58
32,761 5,482 42.37 2.21
39,621 14,386 59.99 6.50
$1,000,000 ................ 37,050 26,471 76.48 14.38
$10,000,000 .............. 48,823 130,409 98.20 53.20
$50,000,000 .............. 3,617 66,599 99.81 73.02
$Over $50,000,000 ... 424 90,638 100.00 100.00
Total .............. 224755 $335,941 .coeeieer errviiines

Source: JCT calculations from IRS Statistics of Income data.
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Table A-4.—Distribution of C Corporations, 1993:
Manufacturing

Firms classified
by assets less

Number of

Total assets

Cumulative percent

than returns (millions) Returns ;I:;l:g
11 6,757 .ooveeeeiennnns 375 .
$25,000 ............. 23,811 $224 16.95 0.01
$50,000 ............. 16,907 628 26.32 0.02
. $100,000 ........... 19,109 1,414 36.91 0.06
$250,000 ........... 30,239 5,084 53.68 0.18
$500,000 ........... 23,131 8,419 66.50 0.39
$1,000,000 ........ 19,862 14,215 77.51 0.74
= $10,000,000 ...... 31,418 91,793 94.93 3.00
$50,000,000 ...... 5,840 126,552 98.17 6.11
%100,000,000 1,166 82,490 98.82 8.14
ver
$100,000,000 2,134 3,733,856 100.00 100.00
Total ...... 180,373  $4,064,674 ....ccoeeveveee e
l?‘irms classified Number of Gross(re-l Cumulative percent
int ‘ ot o
"o than - retwms RS peturns  Grossre
B0 e 9,257 i 513 i,
$2,500 ............... 3,138 $4 6.87 0.00
$5,000 ............... 840 3 7.34 10.00
$10,000 ............. 1,365 10 8.09 0.00
$25,000 ............. 5,648 94 11.23 0.00
$50,000 ............. 10,231 366 16.90 0.01
$100,000 ........... 8,083 594 21.38 0.03
$250,000 ........... 25,953 4,614 35.77 0.17
$500,000 ... 24,198 8,726 49.18 0.44
$1,000,000 24,855 18,089 62.96 0.98
$10,000,000 ...... 53,453 164,782 92.60 5.97
%50,000,000 ...... 9,171 196,712 97.68 11.93
ver
. $50,000,000 - 4,181 2,908,282 100.00 100.00
Total ...... 180,373  $3,302,275 ..coceeeeees e

*

Source: JCT calculations from IRS Statistics of Income data.
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Table A-5.—Distribution of C Corporations, 1993:
Transportation, Communcation and Public Utilities

Comulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
BO e 7,014 e 708 .eeeee.
$25,000 ....cceveeecnrnnnene 25,541 $235 32.84 0.01
$50,000 9,819 370 42.75 0.03
$100,000 11,733 847 54.59 0.08
$250,000 ......cccceuneeee 16,090 2,570 70.82 0.23
$500,000 .........cceeuun. 10,795 3,759 81.71 0.45
$1,000,000 ................ 7,583 5,294 89.36 0.76
$10,000,000 .............. 8,517 23,363 97.95 2.10
$50,000,000 .............. 1,218 25,513 99.18 3.58
$100,000,000 ............ 226 16,044 9941 4.50
Over $100,000,000 ... 588 1,653,413 100.00 100.00
Total ........cc.... 99,124  $1,731,407 .cccovveeies ererinenne

Cumulative per-

Firm classified by gross = Number of Gross re- cent
receipts less than returns cmﬁ:;)sn(sr;xll- Re- Gross
. re-

turns ceipts
BO eereerererereeeeneeeeeas 8,018 .....oiviinnnen. 8.09 ...
$2,500 .....eovveeeenaeanenn 3,471 $4 11.59 0.00
$5,000 ...cccceveeeniinenn 1,556 6 13.16 0.00
$10,000 ....ccceeeernennnn 2,283 16 15.46 0.00
$25,000 ...oovveeieceennnen. 6,334 110 21.85 0.02
$50,000 ....ovrereereernnene 5,247 186 27.15 0.04
$100,000 .....ccceceernenene 8,495 632  35.72 0.11
$250,000 .....ceoeeeenieene 16,431 2,716 52.29 041
$500,000 ...........c....... 11,100 4121 63.49 0.86
$1,000,000 ................ 12,991 9,072 76.60 1.86
$10,000,000 .............. 20,639 58,5648 97.42 8.34
$50,000,000 .............. 1,761 35,711 99.19 12.29
Over $50,000,000 ..... 796 793,370 100.00 100.00
Total .............. 99,124 $904,493 .oooeiiies s

Source: JCT calculations from IRS Statistics of Income data.
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Table A-6.—Distribution of C Corporations, 1993: Wholesale

and Retail Trade
Cumulative per-
Firms classified by Number of re- Total assets cent

assets less than turns (millions) Re- Total

turns assets
$O s 24931 ..o 433 ...
$25,000 ................. 96,664 $1,022 21.12 0.07
$50,000 ................. 59,324 2,163 31.43 0.22
$100,000 ............... 80,615 5,875 45.43 0.63
$250,000 ............... 112,489 18,442 64.97 1.92
$500,000 ............... 79,714 28,319 78.82 3.90
$1,000,000 ............ 53,327 37,592 88.08 6.53
$10 000 ,000 .......... 61,813 158,430 98.82 17.61
$50,000, 000 ...oo.... 5,165 103,703 99.72 24.86
$100 000 000 ........ 662 45,860 99.83 28.07
Over $100 000,000 955 1, 028 738 © 100.00 100.00
Total .......... 575,659 $1,430,143 ....ccccoete oo

Cumulatize pér—

. . Gross re- cen
F lassified b; Number of
grosg l:'l:c(;iiissl lgs tgan ;l;:lugso cel{’ ts (mll' Re- Gross
turns c(:;e-

pts
BO e 25,959 .....ccoviveieneen 451 ...
2,500 .o, 7,968 $7 5.89 0.00
$5,000 ......coveverrnnn. 3,963 14 6.58 0.00
$10,000 .......cuenvenee.. 9,340 67 8.20 10.00
$25,000 .......ccucevennee. 19,226 330 11.54  0.02
$50,000 ..................... 22,960 861 15.53 0.05
$100,000 ................... 39,847 3,027 22.45 0.16
$250,000 ........ccuu.e. 93,544 15,646 38.70 0.75
$500,000 ................... 89,311 32,215 54.22 1.96
$1,000,000 89,782 64,738 69.82  4.39
$10 OOO 000 . 151,046 431,911 96.05 20.60
$50,000, 000 18,861 376,260 99.33 34.73
Over $50,000,000 ..... 3,853 1,738,464 100.00 100.00
Total .............. 575,659  $2,663,541 ....ccceei. o

Source: JCT calculations from IRS Statistics of Income data.
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Table A-7.—Distribution of C Corporations, 1993: Finance,
Insurance and Real Estate

Cumuliative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
O e 24,676  ..cccovvnnnnnnenenn. 695 ........
$25,000 ...cooveerceinnnns 70,150 $605 26.71 0.00
$50,000 ....covveerereinnn 32,402 1,171 38.84 0.01
$100,000 .....ccoceeeennnen 42,410 3,145 47.79 0.04
$250,000 ...coceeeneennnen 59,546 9,699 64.56 0.12
$500,000 ........ccccuuen. 38,451 13,605 75.40 0.22
$1,000,000 ................ 28,177 19,991 83.33 0.38
$10,000,000 .............. 35,628 102,901 93.37 1.19
$50,000,000 .............. 10,459 265,483  96.32 3.29
$100,000,000 ............ 4,546 324,206  97.60 5.85
Over $100,000,000 ... 8,524 11,932,132 100.00 100.00
Total .............. 354,969 $12,672,940 ....ccooeiet e

Cumulative per-

Firms classified by Number of  OrOSs re- cont
gross receipts less than returns celﬂ:;)sng)ml- Re- Gross
re-

turns ceipts
BO e 122,259  ...coeeeeinennn. 34.44 ...
$2,500 ..cccceeevenenininnnn 11,654 $13  37.73 0.00
$5,000 ..cccvviricemeecinan 5,263 20 39.21 0.00
$10,000 ...oeeeceeainnes 12,839 97  42.82 0.01
$25,000 ...ooveenerainnne 28,622 483  50.89 0.07
$50,000 ....ocoreeenvecnnnnn 26,117 970 58.25 0.17
$100,000 .......cceoueeeeen 32,852 2,393 67.50 0.43
$250,000 .....cccovevennnn 43,397 7,011 79.73 1.18
$500,000 .....ccceovvvennnen 31,138 11,056  88.50 2.36
$1,000,000 ................ 20,282 14,370 94.21 3.91
$10,000,000 .............. 17,599 46,207  99.17 8.86
$50,000,000 .............. 1,830 39,498  99.69 13.10
Over $50,000,000 ..... 1,116 810,014 100.00 100.00
Total .........ca. - 354,969 $932,133  .ccvrcieees s

Source: JCT calculations from IRS Statistics of Income data.
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Table A-8.—Distribution of C Corporations, 1993: Services

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
BO e 33,656  .....cocieennnnne 6.31 ............
$25,000 ........coeueeneenen 192,520 $1,617 42.44 0.26
$50,000 ........ccoueeuueee. 72,698 2,569 56.08 0.67
$100,000 ................... 71,596 5,153 69.51 1.50
$250,000 ................... 80,684 12,621 84.65 3.54
$500,000 ................... 37,442 13,064 91.67 5.64
$1,000,000 20,582 14,376 95.53 7.96
$10 000 000 . 20,267 54,380 99.34 16.71
50, 000 000 2,518 53,150 99.81 25.27
100 000 000 ............ 427 30,410 99.89 30.17
Over $100 000,000 .. 593 433, 629 100.00 100.00
Total .............. 532,981 $620,971  .occoveee e,

Cumulative per-

iy Gross re- cen
Firms classified b; Number of h .
gross receipts less than returns celﬁgsng)ml- Re- Gross
re-

turns ceipts
O e 56,624 .......cccceennnne 10.61 ...
$2,500 ...oveeerierienrennns 15,089 $17 13.44 0.00
$5,000 .....ocecreerrennnnne 12,901 45 15.86 0.01
$10,000 .......ooevvenneneen. 18,960 137 19.41 0.03
$25,000 .....coveverennne 32,669 554 25.54 0.12
$50,000 .....ccovvereennnnen 41,670 1,570 33.36 0.38
$100,000 ................... 62,781 4,580 45.14 1.13
$250,000 .........c.cn..e.. 99,159 16,707 63.75 3.87
$500,000 .........cuu...... 83,195 29,456 79.36 8.69
$1,000,000 54,824 38,287 89.64 14.97
$10 000 000 50,480 130,399 99.11 36.33
$50 000, 000 3,713 73,918 99.81 48.44
Over $50 000,000 ..... 1,018 314 769 100.00 100.00
Total .............. 532,981 $610,438 ....ccceeet e

Source: JCT calculations from IRS Statistics of Income data.
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Table A-9.—Distribution of S Corporations, 1993:
Agriculture, Forestry and Fishing

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
PO e 2,567  .eeneeneees 3.96 ...,
$25,000 .....ooeeeverreennnee 15,770 $154 28.31 0.59
$50,000 ....oeeveeerrerenne 7,521 277 39.93 1.66
$100,000 ....coeeeeeennnane 8,323 599 52.78 3.98
$250,000 ...oooveeeeennnne 10,848 1,806 69.53 10.95
$500,000 .....cccveeeenneee 9,197 3,338 83.73 23.84
$1,000,000 .......cccccueee 5,980 4,194 92.96 40.03
$10,000,000 .............. 4,321 9,553 99.63 76.90
$50,000,000 .............. 218 4,031 99.97 92.47
$100,000,000 ............ 14 883 99.99 95.88
Over $100,000,000 ... 6 1,068 100.00 100.00
Total .............. 64,764 $25,905  .cciieeies ceneevans

Cumulati\tre per-

" . Gross re- cen
Firms classified b; Number of A A
gross receipts less tlZan returns celﬁi(:)sng)nll- Re- Gross
re-

turns ceipts
BO cerereeeceeeeeeerreeeeees 13,636  ..ccoveecnnnenaans 21.05 ......eel
$2,500 .occeereeecnreeeeenen 1,914 $1 24.01 0.00
$5,000 ..eeeeiiieeeeenns 601 2 24.94 0.01
$10,000 ...oooeeveerenennns 2,251 16 28,41 0.06
$25,000 ...ooeeevereerecenen 4,285 72 35.03 0.28
$50,000 ...ooeeeieeeernan 3,097 117 39.81 0.63
$100,00 ..eeereeenees 8,727 645 53.29 2.56
$250,000 ....oeeeeeeeeeneen 14,261 2,171 75.31 9.07
$500,000 .......cceceemneeee 6,497 2,169 85.34 15.57
$1,000,000 ......coceneeee 4333 3,210 92.03 25.19
$10,000,000 .............. 4,872 14,022 99.55 67,23
$50,000,000 .............. 245 4,960 99.93 82.10
Over $50,000,000 ..... 47 5,971 100,00 100.00
Total .....oeeeeeee. 64,764 $38,357  ovecccreer rreeinnns

Source: JCT calculations from IRS Statistics of Income data.

£ Y
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Table A-10.—Distribution of S Corporations, 1993: Mining

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns  (millions) Re- Total

turns assets
B0 e 853 e 5.12 ...

$25,000 ...ccoeeerrreeennen. 3,910 $28 28.62 020

$50,000 ....ccceeerceecnenns 2,492 81 43.59 0.79
$100,000 .....ccceeeeenenns 2,286 174 57.32 2.04
$250,000 .....cccceeeeenenne 2,557 394 72.68 4.88
$500,000 ......cccoeeeenee-. 1,057 381 79.03 7.63
$1,000,000 ................ 1,401 990 87.45 14.76
$10,000,000 .............. 1,926 5,352 99.02 53.33
$50,000,000 146 2,820 99.90 73.66
$100,000,000 14 963 99.98  80.60
Over $100,000,000 ... 4 2,692 100.00 100.00
Total .......cce...n 16,645 $13,876 .eveevees e,

Cumulative per-

. . Gross re- cen
Firms classified b; Number of A A
gross receipts less tgan returns celﬁzsng)ml' Re- Gross
re-

turns ceipts
B0 reeerecrereeneeeeee 3,830 .erieieee 23.01 ...
$2,500 ....evverrnrernaaenn 1,521 $1 32.15 0.01
$5,000 ...eovevreereeennene 372 1 34.38 0.02
$10,000 ....ccovrveeeecann 454 3 37.11 0.04
$25,000 ....cceeeeeeerennn- 976 16 42.97 0.18
$50,000 .....cceveeeveeennne 1,174 43 50.03 0.55
$100,000 .....coeveeeneene 1,860 126 61.20 1.62
$250,000 ......ccceeneeen. 2,101 290 73.82 4.09
$500,000 .......ccceveeneen. 1,197 459 81.02 8.01
$1,000,000 ................ 930 771 86.60 14.59
$10,000,000 .............. 2,064 5,999 99.00 65.76
$50,000,000 .............. 152 2,721 99.92 88.96
Over $50,000,000 ..... 14 1,294  100.00 100.00
Total .............. 16,645 $11,724  .oorveees v,

Source: JCT calculations from IRS Statistics of Income data. s
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Table A-11.—Distribution of S Corporations, 1993:

Construction
Cumulative per-
Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
B0 e 10,852 ....cooeeeeernenn. 564 ...
$25,000 ........ccverennens 70,732 $650 42.38 0.88
$50,000 ......ceeererenenes 24,969 833 55.35 2.01
$100,000 ................... 20,885 1,446 66.20 3.96
$250,000 ................... 26,628 4,270 80.04 9.74
$500,000 ................... 13,778 4981  87.19 16.48
$1,000,000 ................ 11,204 7,779 93.01 27.01
$10,000,000 .............. 12,552 34,026 99.54 73.07
$50,000,000 .............. 835 14,797 99.97 93.09
$100,000,000 ............ 47 3,057 99.99 97.23
Over $100,000,000 ... 12 2,047 100.00 100.00
Total .............. 192,495 $73,885 .ovvevees e

Cumulati:e per-

. . Gross re- cen
Fi lassified b, Numb f A A

groslsl.'ll?:cgiz;)stssl leess tgan :‘lentlugso cel it:n(smll' Re- Gross

turns c;i(;ts
B0 e 13,114  .....cccovvvveennne 6.81 ........
$2,500 ....covevrereernnnee 3,732 $5 8.75 0.00
$5,000 ...ccvenvrenrennne 1,666 7 9.62 0.01
$10,000 ....cccoereerenenes 2,105 17 10.71 0.01
$25,000 ..................... 8,643 158 15.20 0.10
$50,000 ......cocevereenenee 8,134 287 19.43 0.24
$100,000 ................... 21,472 1,566 30.58 1.06
$250,000 ................... 42512 7,127 52.67 4.75
$500,000 ................... 31,211 11,122 68.88 10.51
$1,000,000 ................ 25,381 17,655 82.06 19.66
$10,000,000 .............. 31,533 81,116 98.45 61.70
$50,000,000 .............. 2,753 51,450 99.88 88.37
Over $50,000,000 ..... 238 22,440 100.00 100.00
Total .............. 192,495 $192,949 ... oo,

- Source: JCT caleulations from IRS Statistics of Income data.
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Table A-12.—Distribution of S Corporations, 1993:

Manufacturing
Cumulative per-
Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
PO oo eeeenes 5,843 .ceirirerieeennn 4.60 ............
$25,000 .....ooeeeevreeeennne 32,675 $298 30.32 0.19
$50,000 .....ocecevereeennen 11,579 411 39.43 044
$100,000 .......cceeeenenee 12,636 905 49.38 1.01
$250,000 ....ceceeeeennnee 15,754 2,481 61.78 2.55
$500,000 ........ccecuernnee 14,369 5,162 73.09 5.77
$1,000,000 ............... 11,334 8,084 82.01 10.81
$10,000,000 .............. 19,811 60,199 97.60 48.32
$50,000,000 .............. 2,748 53,352 99.77 8157
$100,000,000 ............ 213 14,438 99.93 90.57
Over $100,000,000 ... 85 15,130 100.00 100.00
Total .............. 127,046 $160,460 ....ccocevee ervrreenen

Cumulati:e per-

. . Gross re- cen
Firms classified b Number of p
gross receipts less tli,an returns ceiﬁ:;)sn(sl)ml-‘ Re- Gross
. ore-

turns ceipts
BO e 8,868 ...cccovrrererencne 6.98 ...
$2,500 ....ooveerrreennrenens 2,562 $3 9.00 0.00
$5,000 .....ooeevereennernne 4316 16 12.39 0.01
$10,000 ....coeevveernenne 3,588 25 15.22 0.01
$25,000 ....coeervveeneenn 5,128 85 19.25 0.04
$50,000 .....cccoveecnneenne 5,835 191 23.85 0.09
$100,000 ........ccceuueee.. 12,334 904 33.56 0.35
$250,000 ......ccoveenneenne 14,798 2,474 45.20 1.06
$500,000 .......ccceeuenen 15,526 5,565 57.42 2.65
$1,000,000 ................ 15,246 10,841 69.42 5.75
$10,000,000 .............. 31,643 100,295 94.33 34.43
$50,000,000 .............. 6,231 122,222 99.24  69.37
Over $50,000_,000 ..... 973 . 107,120 100.00 100.00
Total .......ceeueen 127,046 $349,743 . oovvveeees erenerennenn

Source: JCT calculations from IRS Statistics of Income data.
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Table A-13.—Distribution of S Corporation, 1993:
Transportation, Communication and Public Utilities

Cumulative per-
cent

Firms classified by as- Number of Total assets

sets less than returns (millions) Re- Total

turns assets
B0 e 5,379 e, 700 ...
$25,000 ....ceervenennnnn. 21,452 $209 34.91 0.53
$50,000 ......oouvneennee. 13,168 486 52.04 1.77
$100,000 ................... 9,045 632 63.81 3.38
$250,000 ................... 9,951 1,569 76.76 7.37
$500,000 ................... 6,806 2,360 85.62 13.38
$1,000,000 ................ 4,578 3,269 91.57 21.70
$10,000,000 .............. 5,965 16,561 99.34 63.86
$50,000,000 .............. 460 9,347 99.93 87.65
$100,000,000 ............ 34 2,221 99.98 93.31
Over $100,000,000 ... 17 2,630 100.00 100.00
Total .............. 76,855 $39,284 ....ccoeet e

Cumulati\tre per-

. . Gross re- cen
gT(I:sl:T:c:lii)stssltl.iees(; 1t)l):an N;'léll:ltlt’:II;SOf cel fgn(smll' Re- Gross
turns e :ie-

pts
BO e 7,833 e, 10.19 ............
$2,500 .....oeoevvenennnen. 2,233 $4 13.10 0.00
$5,000 ......ocovrenrnns 118 0 13.25 0.01
$10,000 ...ocovevninnnne. 1,621 13 15.36 0.02
$25,000 ......c.ccuennee. 5,088 M 21.98 0.14
$50,000 ......cveuenee.. 7,876 283 32.23 0.51
$100,000 ................... 11,726 896 47.49 1.68
$250,000 ................... 11,415 1,769 62.34 3.98
$500,000 ........couee.... 9,651 3,363 74.90 8.36
$1,000,000 ................ 6,074 4,475 82.80 14.19
$10,000,000 .............. 11,944 31,596 98.34 55.34
$50,000,000 .............. 1,138 21,513 99.82 83.36
Over $50,000,000 ..... 137 12,776 100.00 100.00
Total .............. 76,855 $76,781 ..cooeevee

Source: JCT calculations from IRS Statistics of Income date.
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Table A-14—Distribution of S Corporations, 1993: Wholesale

and Retail Trade
Cumulative per-
Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
) 33,066 .oooovve.e.c... 6.65 ...
$25,000 .....ccrvveenennee. 104,350 1,026 27.63 0.38
$50,000 .....cceeveeneeee 63,476 2,343 40.39 1.24
$100,000 ................... 79,407 5,835 56.36 3.38
$250,000 ................... 92,118 15,028 74.88 8.89
$500,000 ........cceeen.en 50,344 17,672 85.01 15.37
$1,000,000 ................ 29,379 20,609 90.92 22.92
$10 000 000 .............. 41,457 119,444 99.25 66.73
$50,000, 000 .............. 3,458 62,335 99.95 89.59
$100 000 000 ............ 188 12,538 99.98 94.18
Over $100 000,000 ... 79 15,860 100.00 100.00
Total .............. 497,321 $272,690 .ovevee e

Cumulat_i:e per-

. . Gross re- cen
F lassified b, Number of

grosl:l;'lgc‘éi%;)stil l(-;;s tl:):an ;lei‘u::so cel})ts (mil- Re- Gross

turns c:i‘;ts
3L156 ....ccconrnrennenn 6.26 ...
11,289 $14 8.563 0.00
8,056 28 10.15 0.01
10,357 79 12.24 0.06
25,432 448 17.35 0.15
$50,000 .....coeeevennen. 23,670 886 22.11 0.44
$100,000 .........cou....... 38,274 2,821 29.81 2.06
$250,000 ......cccovneee.. 91,037 15,482 48.11 5.01
$500,000 .......ccoveueenen 77,431 28,366 63.68 10.32
$1,000,000 ................ 71,556 50,942 78.07 37.37
$10 000 000 .............. 90,202 259,549 96.21 73.56
$50,000, 000 .............. 16,554 347,173 99.54  100.00
Over $50 000,000 ..... 2,305 253,713 100.00 100.00
Total .............. 497,321 $959,501 ...coevvee eerrerneenns

Source: JCT calculations from IRS Statistics of Income data.
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Table A-15.—Distribution of S Corporations, 1993: Finance
Insurance and Real Estate

Cumulative per-

Firms classified by as- Number of Total assets cent
sets less than returns (millions) Re- Total
turns assets
B0 e, 22212  ...eevrrennnns 175 ..
$25,000 .....ooveerennnns 72,154 $613 32.95 0.39
$50,000 .........ccuoueee.. 25,933 955 42.00 0.99
$100,000 ................... 30,746 2,234 52.73 2.39
$250,000 ................... 48,842 8,015 69.79 7.44
$500,000 ................... 32,855 11,558 81.26 14.72
$1,000,000 ................ 25,453 18,024 90.14 26.08
$10,000,000 .............. 26,517 65,157 99.40 67.13
$50,000,000 .............. 1,539 29,217 99.94 85.53
$100,000,000 ............ 113 7,532 99.98 90.28
Over $100,000,000 .. 65 15,435 100.00 100.00
Total .............. 286,428 $158,740 ..ooovvereee s
Cumulatize per-
s . Gross re- cen
Firms classified b, Number of .
gross receipts less tl);an returns ceiﬁ::’sng)ml- Re- Gross
! re-
turns ceipts
153,503 ....eevvveenene. 53.59 ...
5,818 $5 55.62 0.01
2,423 9 56.47 0.02
5,172 36 58.28 0.08
12,731 203 62.72 0.42
12,827 458 67.20 1.18
21,559 1,506 74.72 3.68
31,380 4,966 85.68 11.93
19,230 6,883 92.39 23.36
10,308 7,047 95.99 35.07
10,928 25,000 99.81 76.60
490 8,476 99.98 90.68
559 5,614 100.00 100.00
286,428 $60,202 ..ot s

Source: JCT calculations from IRS Statistics of Income data.
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Table A-16.—Distribution of S Corporations, 1993: Services

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
BO eeeeeeeeeeeeeeeaeenes 46,656 .........couunene. 729 ......eece.
$25,000 ....ooeceeeceeenns 277,876 $2,372 50.71 189
$50,000 .....eoeeceecanenes 88,399 3,195 64.53 444
$100,000 .....cccoeeecneen 78,482 5,542 76.79 8.85
$250,000 .....cceeeeeueenes 76,101 11,929 88.68 -+ 18.36
$500,000 ....... . 32,794 11,493 93.81 27.52
$1,000,000 18,608 13,147 96.71 38.00
$10,000,000 19,959 49,587 99.83 77.53
$50,000,000 .............. 977 17,871 9998 = 9177
$100,000,000 ............ 71 5,003 100.00 = 95.76
Over $100,000,000 ... 27 5,318 100.00 100.00
Total .......... 639,950 $125,458  .cooviires e
Cumulati:e per-

. . Gross re- cen
Firms classified b; Number of " f
gross receipts less than returns celﬁ:;)sng)ml- Re- Gross
re-

turns ceipts
BO e 68,465 ......cceeiinnnnne 10.70 ............
$2,500 ...coerreerreraeeeenne 19,715 $23 13.78 0.01
$5,000 ...cocveeerieeeenenae 15,263 59 16.16 0.03
$10,000 .....ccecveeeeenne 25,859 187 20.21 0.09
$25,000 .....oeeevneeennnne 48,339 811 27.76 0.38
$50,000 ....ooeereeeenane 57,510 2,138 36.75 1.13
$100,000 ....cccceveeencnen 88,184 6,213 50.53 3.32
$250,000 ....ccoceereceeene 126,474 20,955 70.29 10.71
$500,000 ... 84,279 29,601 8346  21.15
$1,000,000 ......cccceeeeen 54,451 38,728 91.97 34.80
$10,000,000 .............. 48,547 115,890 99.55 75.65
$50,000,000 .............. 2,651 48,571  99.97 92.77
Over $50,000,000 ..... 212 20,504 100.00 100.00

Total .............. - 639,950 $283,680  ..oveeeeerr crrreennen
Source: JCT calculations from IRS Statistics of Income data.
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- Table A-17.—Distribution of Partnerships (1993)

Cumulative per-

Firﬁls classified by as- Number of Total assets cent

sets less than returns (millions) Total

turns assets
O e, 61,663 .................... 5140 ...
$25,000 ....coeuveverennen. 12,513 $117 61.83 0.29
$50,000 ........oeeuven.en.. 5,567 199 66.47 0.79
$100,000 ................... 7,474 554 72.71 2.18
$250,000 ................... 10,728 1,724 81.65 6.49
$500,000 ................... 8,246 2,912 88.52 13.77
$1,000,000 ............... 7,903 5,544 95.11 27.64
$10,000,000 .............. 5,520 13,097 99.71 60.39
$50,000,000 .............. 308 5,865 99.97 75.08
$100,000,000 ............ 20 1,310 99.98 78.34
Over $100,000,000 ... 19 8,663 100.00 100.00
Total .............. 119,960 $39,987  .oooeiveies e

Cumulative per-

. . Gross re- cent
F 1 fied b Numb. f A A
grosl:mliesc‘;i:)stssl l:aess tl{an :él:u::so celﬂt(;sng)ml- Gross
re-

turns ceipts
11 O 100,065 ....coovvverennnn. 83.42 ...
$2,500 ..cevreeeeieeeen, 1,433 $1 85.11 0.01
$5,000 ...ooeeeeennrrennnen. 602 2 85.65 0.03
$10,000 .........couen...... 641 4 87.09 0.07
$25,000 ....cceueeerenne. 1,737 28 90.55 0.34
$50,000 .......ocoeenenne.. 4,150 151 93.42 1.80
$100,000 ................... 3,443 269 97.03 4.40
$250,000 ..........ccn...... 4,330 681 98.28 10.97
$500,000 ........cccu.een.. 1,490 515 99.11 1594
$1,000,000 ................ 1,004 669 99.88 22.39
$10,000,000 .............. 921 - 2,353 99.98 45.09
$50,000,000 .............. 119 2,363 100.00 67.88
Over $50,000,000 ..... 25 3,329 100.00 100.00
Total .............. 119,960 $10,364 ..occvevees e

Source: JCT calculations from IRS Statistics of Income data.
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Table A-18.—Distribution of Partnerships, 1993: Mining

Cumulative per-

Firms classified by as- Number of Total assets cent
sets less than returns = (millions) Re- Total
turns assets
B0 e 6,619 ................... 20.75 ............
$25,000 ....cveerereennnns 11,089 $95 55.52 0.17
$50,000 ....coeeeeeennen. 2,763 105 64.19 0.36
$100,000 ............c...... 2,034 152 70.57 0.63
$250,000 ......cceevenvee.. 2,917 486 79.71 1.50
$500,000 .........cceenvee.. 1,926 674  85.75 2.70
$1,000,000 .........er..... 1,687 1,189 91.04 4383
$10,000,000 .............. 2,312 6,898 98.29 17.15
$50,000,000 .............. 390 8,276 99.51 31.94
$100,000,000 ............ 69 4,558 99.73  40.08
Over $100,000,000 ... 86 33,540 100.00 100.00
Total .............. 31,892 $55,973 veveees e,
Cumulative per-
Firms classified b; Number of  Grossre- cont
gross receipts less tgan returns celll;zsn(s')ml' Re- Gross
re-

: tarns ceipts
$O e ranns 10,756 .......ccceonneneeee 33.73 ............
$2,500 ..coceoereeeneennees 2,834 $3 42.61 0.02
$5,000 ..o 1,944 7 48.71 0.06
$10,000 .....ceeeevernnneee 2,509 16 56.58 - 0.15
$25,000 ...covvenreeneeannns 3,522 58 6'7.62 0.48
$50,000 ....oeevveeeennene 2,002 73 73.90 0.90
$100,000 .........c......... 2,755 202 82.53 2.06
$250,000 ..........oueun.... 2,242 343 89.56 4.03
$500,000 .........c......... 1,261 455 93.52 6.64
$1,000,000 ................ 736 512 95.83 9.58
$10,000,000 .............. 1,106 2,986 99.29 26.72
$50,000,000 .............. 176 3,899 99.85 49.10
Over $50,000,000 ..... 47 8,868 100.00 100.00

Total .............. 31,892 $17,421 ...occveeee e

Source: JCT calculations from IRS Statistics of Income data.
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Table A-19.—Distribution of Partnerships, 1993:

Construction
Cumulative per-
Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
BO eereereereerreenaees 33,491 ..., 54.10 ............
$25,000 ..................... 14,064 $116 76.81 0.64
$50,000 ......ccveeveeenee. 3,986 150 83.25 1.47
$100,000 ................... 1,347 96 85.43 2.00
$250,000 ........ccveeen.e. 3,531 537 91.13 4.96
$500,000 ................... 2,094 742 94.51 9.05
$1,000,000 ................ 1,248 880 96.53 13.90
$ 10,000,000 .............. 1,934 5,754 99.65 45.63
$50,000,000 .............. 186 3,504 99.95 64.96
$100,000,000 ............ 19 1,356 99.98 72.43
Over $100,000,000 ... 10 4,999 100.00 100.00
Total .............. 61,910 $18,133 reeiies e,

Cumnlati:e per-

. . Gross re- cen
F lassified b; Numb f " A
grosl:l::c(;ial‘)stssl l:aess tl¥an ;‘gm?rl;so celﬁ?ng)ml' Re- Gross
re-

turns ceipts
4 4170 e 6.74 ...
$2,500 ..ocorreerrenriaanne. 521 $0 7.58 0.00
$5,000 ....................... 1,356 5 9.77 0.02
$10,000 ..................... 2,249 18 13.40 0.09
$25,000 .....cueeenrennnnan 5,996 98 23.09 0.45
$50,000 ........ovvveunnnee. 8,011 279 36.02 1.49
$100,000 ................... 10,616 808 53.17 4.50
$250,000 ........ccuue..... 15,970 2,520 78.97 13.88
$500,000 ..........c........ 6,778 2,368 89.92 ©  22.69
$1,000,000 ................ 3,227 2,287 95.13 31.20
$10,000,000 .............. 2,681 7,059 99.46 57.48
$50,000,000 .............. 281 5,789 99.91 79.03
Over $50,000,000 ..... 55 5,635 100.00 100.00
Total .............. 61,910 $26,867 .ocvvrreeer reerrenens

Source: JCT calculations from IRS Statistics of Income data.

(¥4



123

Table A-20.—Distribution of Partnerships, 1993:

Manufacturing
Cumulative per-
Firms classified by as- Number of Total assets cent

sets less than returns (millions Re- Total

turns assets
B0 ooeeereeeeeereeameseen 8,781 ooooeeeeerrerernnns 35.03 oo,
$25,000 4,850 $29 54.38 0.03
$50,000 ........... 2,682 97 65.08 0.14
$100,000 ................... 2,406 170 74.68 0.33
$250,000 .......ceeeeee.e.. 2,521 428 84.74 0.81
$500,000 .........cc........ 1,116 395 89.19 1.25
$1,000,000 ................ 597 408 91.57 1.70
$10,000,000 .............. 1,361 4,737 97.00 6.99
$50,000,000 .............. 483 11,116 98.93 1941
$100,000,000 ............ 109 7,651 9937 27.95
Over $100,000,000 ... 159 64,521 100.00 100.00
Total .............. 25,065 $89,551 vt e

Cumulative per-

Firms classified b; Number of Gross re- e
gro;s r:czizstsl less than returns. cel .f)sn;')”il' Re- Gross
re-

' turns ceipts
BO eeeeeeeereeeaeraens 1,432 e 571 .oveveeennns
$2,500 ...ccvveerirreennnnens 1,771 $2 12.78 0.00
$5,000 ..oeeeeeennreennnnes 1,054 5 16.98 0.01
$10,000 2,066 15 25.23 0.02
$25,000 2,911 52 36.84 0.08
$50,000 ........... 1,170 48 4151 0.13
$100,000 ......ccoeueeine. 3,106 217 53.90 . 0.37
$250,000 veressnmmnneesanans 3,958 615 69.69 1.03
$500,000 ................... 3,462 1,251 83.50 2.39
$1,000,000 ................ 1,438 983 89.24 3.46
$10,000,000 .............. 1,884 5,766 96.76 9.71
$50,000,000 .............. 512 11,630 98.80 22.33
Over $50,000,000 ..... 302 71,587 100.00 100.00

Total .............. 25,065 $92,169 .cvcrveer e

Source: JCT calculations from IRS Statistics of Income data.
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Table A-21.—Distribution of Partnerships, 1993:
Transportation, Communication and Public Utilities

Cumulative per-

Firms classified by as- Number of Total ts cent
sets less than returns (millions) Re- Total
turns assets
BO e 5,514 .oveeiiiinaens 26.56 ............
$25,000 ....coeereeienenne 5,781 $68 54.42 0.06
$50,000 ....occoevveenrnnne 1,795 65 63.06 0.12
$100,000 .........c..cce... 9290 74 67.83 0.19
$250,000 ....ceeeveeeennne 2,340 353 79.11 0.52
$500,000 ....cceeeveneeenne 713 242 82.54 0.75
$1,000,000 .......... 670 491 85.77 1.21
$10,000,000 1,789 6,581 94.39 7.35
$50,000,000 689 16,010 97.71 22.30
$100,000,000 ............ 231 16,585 98.82 37.78
Over $100,000,000 ... 245 66,634 100.00 100.00
Total .............. 20,757 $107,103  .coereeies e
Cumulati:e per-
. . Gross re- cen
Firms classified b; Number of A :
gross receipts less tgan returns cexﬂzsn(sl)ml- Re- Gross
turns T&
ceipts
5006 ..o 2412 ...........
343 $1 25.77 0.00
343 1 27.42 0.00
497 5 29.82 0.01
1,574 27 37.40 0.06
2,349 84 48.72 0.20
2,926 214 62.81 0.56
3,195 528 78.20 1.45
1,092 391 83.47 2.12
926 642 87.93 3.20
1,738 5,808 96.30 13.03
601 13,204 99.20 35.39
167 38,167 100.00 100.00
Total .............. 20,757 $59,071  ccrieeiees e

Source: JCT calculations from IRS Statistics of Income data.
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Table A-22.—Distribution of Partnerships, 1993: Wholesale
and Retail Trade

Cumulative per-

Firms classified by as- Number of Total assets cent
sets less than returns (millions) Re- Total
turns assets
L) OO UURRR 70,598 ... 4492 ...
$25,000 .........coeueene.. 27,770 $286 62.58 0.45
$50,000 ...... 13,939 511 71.45 1.25
$100,000 15,605 1,120 81.38 3.01
$250,000 ................... 15,138 2,391 91.01 6.7'7
$500,000 ................... 7,423 2,576 95.73 10.82
$1,000,000 ................ 3,198 2,163 97.77 1421
$10,000,000 .............. 3,012 8,677 9969 2785
$50,000,000 .............. 413 8,068 99.95 40.52
$100,000,000 ............ 35 2,351  99.97 4422
Over $100,000,000 ... 49 35,503 100.00 100.00
Total .............. 157,178 $63,646 ......ccce.. oo,
Cumulative per-
Cross re- cent
Firms classified by Number of ipts (mil-
gross receipts less than returns ce fons) Re- Gross
re-
turns ceipts
6,362 ... 405 ...
13,099 $13 12.38 0.01
5,822 21 16.09 0.03
8,631 62 21.51 0.09
13,171 220 29.89 - 0.28
15,136 578 39.52 0.80
22,396 1,652 53.77 2.27
29,658 4,849 72.64 6.60
18,653 6,605 84.51 12.49
12,545 8,942 92.49 20.46
10,657 25,107 99.27 42.86
917 19,518 99.85 60.27
232 44,546 100.00 100.00

157,178  $112,112 vvees e,
Source; JCT calcu]atipns from IRS Statis;ics qf Income data.
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Table A-23.—Distribution of Partnerships, 1993: Finance,
Inusrance and Real Estate

Firms classified by as-

Number of

Total aséets

Cumulative per-
cent

sets less than returns (millions) Re- Total
turns assets
BO e 176,744 ........cceeeeeene 22.30 ............
$25,000 ...cccevnrerrennen. 46,781 $478 28.20 0.03
$50,000 .....ccevrenrennen. 38,731 1,501 33.09 0.12
$100,000 ................... 59,635 4,435 40.61 0.40
$250,000 ......coeeuvenenee 120,827 19,766 55.85 1.64
$500,000 ........cueuen.... 97,288 34,762 68.13 3.81
$1,000,000 ................ 88,891 63,343 79.34 7.76
$10,000,000 .............. 142,895 411,667 97.37 33.47
$50,000,000 .............. 17,218 341,795 99.54 54.82
$100,000,000 ............ 1,984 136,854 99.79 63.37
Over $100,000,000 ... 1,658 586,506 100.00 100.00
Total .............. 792,651  $1,601,107 ..coeeeeee eervrenen,
Cumulative per-
Firms classified by Number of Gross re- cent
gross receipts less than returns celﬁzsng)ml- Re- Gross
re-
turns ceipts
$O e 735,158  ..ccovveeieerernaan 92.75 ....oeeeeee.
$2,500 ..ocovrerreereennen 6,010 $6 93.50 0.01
$5,000 .....ooeeeeerreennne. 1,999 6 93.76 0.02
$10,000 .....coeeveerreennenn 3,413 25 94.19 0.06
$25,000 .....cocvveenreenen. 6,216 104 94.97 0.23
$50,000 .....cccveerreeenen. 5,448 203 95.66 0.55
$100,000 ........ccveeenen. 6,413 451 96.47 1.28
$250,000 ........ccrveeenen. 10,093 1,683 97.74 3.98
$500,000 ........ccoueenen. 6,348 2,234 98.54 7.57
$1,000,000 ................ 4,489 3,172 99.11 12.67
$10,000,000 .............. 6,272 17,620 99.90 41.00
$50,000,000 .............. 694 13,074 99.99 62.02
Over $50,000,000 ..... 98 23,623 100.00 100.00
Total .............. 792,651 $62,200 ..ooocreer creerneenns

Source: JCT caleulations from IRS Statistics of Income data.
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Table A-24.—Distribution of Partnerships, 1993: Services

Cumulative per-

Firms classified by as- Number of Total assets cent

sets less than returns (millions) Re- Total

turns assets
O e 100,237 .....occeiecnnnne. 38.83 ..t
$25,000 ....ccoreeeereannens 63,300 $534 (‘63.35 0.30
$50,000 .....ccoeeeeeenenne. 18,079 6568 '70.35 0.66
$100,000 ................... 17,457 1,239 77.11 1.35
$250,000 ....... 22,383 3,658 85.78 3.39
$500,000 .... 11,032 3,826 90.06 5.52
$1,000,000 ................ 8,277 5,813 93.26 8.76
$10,000,000 14,943 44,652 99.05 33.62
$50,000,000 1,945 41,118 99.81 56.51
$100,000,000 ............ 288 20,285 99.92 67.80
Over $100,000,000 ... 213 57,827 100.00 100.00
Total .............. 258,154 $179,610 .cvevvers e

Cumulative per-

Firms classified by Number of _G¥oss re- cen
gross receipts less than returns celﬁgsng)ml- Re- Gross
re-

turns ceipts
B0 e eeeraeeaens 42,429 ........oooneeeneeee 16.44 ............
$2,500 ....coverrreeraaenne 15,107 $17 22.29 0.01
$5,000 ..ooeveereeeeainnanne 9,752 35 26.07 0.03
$10,000 .....cconveeeeennen 9,748 69 29.84 0.06
$25,000 ....oeorvrverienennne 24,632 416 39.38 0.29
$50,000 .....cceeeveeueennene 24,673 905 48.94 0.77
$100,000 ......ccovveeeenn 27,573 2,012 59.62 1.84
$250,000 ......ccoeeueneen 39,175 6,333 74.80 5.22
$500,000 .......coeenveeneen 24,241 8,516 84.19 9.76
$1,000,000 17,610 12,483 91.01 16.41
$10,000,000 20,965 53,976 99.13 45.19
$50,000,000 .............. 1,849 37,153 99.85 64.99
Over $50,000,000 ..... 400 65,673 100.00 100.00
Total .............. 258,154 $187,588 .cccvvveeee v

Source: JCT calculations from IRS Statistics of Income data.
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